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IN THE 


SSntteb States Court of Appeals 

FOR THE DISTRICT OF COLUMBIA. 


Nos. 7179-80 (Consolidated). 


Estate of George Herder, Deceased, and Mary 
Herder, Petitioners, 


v. 

Guy T. Helvering, Commissioner of Internal 

Revenue. 


BRIEF FOR THE PETITIONERS. 

The printed record herein presents in a consolidated 
form, two petitions for review of Board redetermina¬ 
tions of separate income tax liabilities in 1934, of a 
deceased husband and his widow, from their joint mar¬ 
ital community property, existing under the laws of 
Texas until the death of the husband, on March 29, 
1934. 

The Board decisions of deficiency are $1,770.83, (R. 
25), against George Herder, deceased, for the period, 
January 1 to March 29, 1934, and $2,429.92, against 
Mary Herder, for the calendar year 1934, and are ma¬ 
terially increased by added interest. 



QUESTIONS FOR DECISION. 

The petitions for review, alleging error of the 
Board, seek redetermination of what, in themselves, 
are submitted to be rather simple questions. 

I. "Whether the total of certain loans, from a mar¬ 
ital community estate in Texas, made by the husband 
in his lifetime and admittedly worthless within the 
taxable period at his death, was a statutory deduction 
available to the husband and wife under the Revenue 
Act of 1934. The Board denied the deduction from a 
special statutory aspect. 

II. (a) Whether payment by insurance companies 
of a claim as a total loss as the result of the destruc¬ 
tion by fire of community property, involved, alterna¬ 
tively, (1) income exempt from tax as being subject to 
reinvestment, or (2) income specially taxable as a cap¬ 
ital gain, or (3) ordinary income subject to the usual 
tax; and, (b) whether the basis for computing any tax¬ 
able gain from the payment has been correctly com¬ 
puted. The Board held the insurance proceeds were 
ordinary income and the basis of taxable gain thereon 
was correctly ascertained in the method of respondent. 

The foregoing questions are raised more specifically 
by each petitioner in their respective Assignment of 
Errors (R. 28-30, 77). 

JURISDICTION. 

Jurisdiction herein is invoked by stipulations of the 
parties pursuant to provisions of the Revenue Acts 
(R. p. 25) that the Board determinations shall be re¬ 
viewed by petition for review to this Court by either 
party. 
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STATEMENT OF THE CASE. 

Petitioners differ substantially with the findings of 
fact made by the Board only in two respects. They 
contend there is no evidence of the keeping of books, 
on which Section 23(k) required the charge-off of cer¬ 
tain bad debts as precedent to their deduction, and no 
evidence that a profit of $28,799.26 resulted from cer¬ 
tain fire insurance payments. The specific findings ob¬ 
jected to will appear in the Argument herein. Of 
course, matters of fact as to issues raised by the peti¬ 
tioners before the Board and not here controverted, 
or as to the Williams cases before the Board, are not 
here related, except in that they may be incidentally 
material to the present cases. 

Until his death dissolved their marriage on March 
29, 1934, George and Mary Herder, as husband and 
wife, held their property and its resulting income in 
a common or joint marital community subject to dis¬ 
posal by the husband 1 under the laws of Texas, mean¬ 
ing Mary Herder’s interest was a present vested in¬ 
terest equal and equivalent to that of her husband, 

i Vernon Saylcs’ Statutes Article 4622: 

“All property acquired by either the husband or wife during 
marriage, except that which is the separate property of either 
one or the other, shall be deemed the common property of the 
husband and wife, and, during coverture may be disposed of by 
the husband only:”' —* * * (Italics supplied.) 

Article 2469: 

“Upon the dissolution of the marriage relation by death, all 
property belonging to the community estate of the husband and 
wife shall go to the survivor, if there be no child or children of 
the deceased or their descendants; but if there be a child or 
children of the deceased, or descendants of such child or children, 
then the survivor shall be entitled to one-half of said property, 
and the other half shall pass to such child or children, or their 
descendants. But such descendants shall inherit only such portion 
of said property as the parent through whom they inherit would 
be entitled to If alive.” 
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that one half of the community income was therefore 
her income, and that she and her husband were each 
entitled to make separate returns of one-half of the 
income 2 with equal division of the applicable deduc¬ 
tions between them. 3 Each made a return for the cal¬ 
endar years prior to 1934, upon a cash receipts and 
disbursement basis of account derived from single en¬ 
try books kept by George Herder as to his manage¬ 
ment of the community in said prior years and until 
suspended by his death on March 29, 1934. 

Upon dissolution of the community by death of the 
husband, the decedent and his estate became separate 
entities, each having a separate accounting.* Thus, 
separate income tax returns were required and made: 
(a) of the decedent’s net taxable income from the com¬ 
munity from January 1, 1934, until its dissolution on 
March 29, 1934, (b) of the net taxable income of his 
estate for the period in 1934 subsequent to the ending 
of the community on March 29, 1934, and (c) of Mary 
Herder’s net taxable income, for the year 1934, de¬ 
rived as his wife in the community period and there¬ 
after as his widow. 

Upon his death, an accrual basis of account was 
summarily substituted in place of George Herder’s 
prior cash basis, for computation of his taxable income 
in 1934, until his death, from the community, by Sec¬ 
tions 42 and 43 of the Revenue Act of 1934, which are 
effective in the case of death of a taxpayer within a 
taxable period. Hoivever, Sections 42 and 43 did not 
explicitly take Mary Herder off of her cash basis of 

- Hopkins v. Bacon, 282 U. S. 122, 127. 

3 Stewart v. Commissioner , 95 F. (2) 821, (C. C. A. 5). 

4 Bankers Trust Co. v. Bowers, 295 F. 89, 94. 
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account for computation of her taxable income either 
for the community period or thereafter in 1934. 

New facts arising from the statutory change of his 
basis of account are that his previous cash-basis books 
or accounts are inadequate to support the new basis; 
that any books or accounts created subsequent to the 
taxable period will not support the accrual basis; that 
his former individual books, obsolete as to him, are 
equally obsolete as to his wufe who had no control over 
them; and that she is as much without adequate books 
as he is for the community period. These new facts 
rest upon the necessary waiver of other statutory re¬ 
quirements, relating to the computation of net income, 
that is required by the statutory incidence of Sections 
42 and 43. 

From these Sections, the question of law and fact 
hereafter arises in argument that the method of ac¬ 
count of the husband in determining community net 
income is equally applicable to and binding upon the 
wife, as comparable to a partnership method in its in¬ 
formation return of distributable net income. In other 
words, it is whether husband and wife may avail them¬ 
selves of, or have imposed, upon them, different meth¬ 
ods of account for the community period, and affects 
the controversial bad debt issue herein. The general 
practice of deriving the separate parts of the net com¬ 
munity income taxable to either spouse from the hus¬ 
band’s return is plainly shown herein. 

Petitioner’s Exhibit 2 (R. 34), being the return of 
George Herder for the marital period before his death, 
makes detailed return of the gross community income, 
the entire statutory deductions, etc., and, after stating 
the entire net community income, states the equal parts 
of each spouse and computes his tax liability on his 
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part thereof. Petitioner’s Exhibit 1 (R. p. 33), the re¬ 
turn of Mary Herder for 1934, shows her mere adop¬ 
tion, for her tax computation of the one-half part of 
the net marital community income allocated as hers 
in his return. Petitioner’s Exhibit 3 (R. 35-6) being 
the departmental revision of the Mary Herder return, 
admits—under “Exemption Status”, that community 
returns were filed for the marital period before George 
Herder’s death, and its Schedule 1 (R. 36) is an ad¬ 
justment of her part of the net community reported in 
her separate return. In these Exhibits, and otherwise 
(R. 23) in the record, the statutory shift of the hus¬ 
band to an accrual basis with retention of the wife 
upon a cash basis, in the community period, are en¬ 
tirely recognized in the method of respondent as ap¬ 
proved by the Board. 

Change of the method of account of the husband, for 
the community period, by Sections 42 and 43 being ad¬ 
mitted, the particular Board oversight or avoidance 
of the effect of this statutory change, in deciding a 
prior book charge off, pursuant to Section 23(k), of 
debts, which became bad only when death stayed his 
hand, was a necessary prerequisite to their allowance 
as a statutory deduction, either to the husband or wife, 
is submitted—together with the correction of incident 
findings of fact—to be material error arising out of 
the following particulars. 

At his death on March 29, 1934, George Herder had 
loaned from the community to various persons, $44,- 
425.56, whereof $29,975.56 was appraised as valueless 
and omitted from the estate for estate tax purposes 
(R. 18). In a new book (R. 55, 56, 57, 58) R. L. Wil¬ 
liams, for the executors, listed these $29,975.56 of debts 
as determined bad upon the death of Herder, and 
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handed a copy of the list to an accountant for deduc¬ 
tion in the returns. The accountant made two returns 
(R. 19, 20) as to George Herder and one return as to 
Mary Herder. In the return made in October, 1934, 
for George Herder, deceased, for the period January 
1 to March 29, 1934, as a report of the taxable com¬ 
munity income, (R. 19) no deduction of the bad debt 
item was taken. The entire amount of the bad debts 
was deducted (R. 18, 19) in the return, made in March, 
1935, for the Estate of George Herder, deceased, for 
the remainder of 1934, and, thereby, in the related re¬ 
turn of Mary Herder, whereupon, respondent disal¬ 
lowed the item (R. 41, 42) on the ground that the debts 
had previously become worthless at Herder’s death. 
In making the single 1934 return of Mary Herder (R. 
33), the accountant treated both of the husband re¬ 
turns as equivalent to community returns, and adopted 
into her return one half of their net gain or loss (R. 
33, 34, 41). In revising the Estate return, (R. 41) 
respondent recognizes its relevancy as a community 
return by allocation of one half of receipt and deduc¬ 
tion items to Mary Herder, subject to incident ex¬ 
planations (R. 40, 36) that unequal divisions result 
from necessary adjustments between her cash basis 
and the statutory accrual basis of George Herder in 
his community return for January 1 to March 29,1934. 

When respondent proposed separate deficiencies 
against George Herder, deceased, and Mary Herder, 
deduction of the bad debts, disallowed in the revision, 
was claimed for the benefit of each (R. 4, 71, 19) as 
having become worthless upon the death of George 
Herder in the taxable community period thereby con¬ 
cluded. Upon presentation of this contention, the 
Board (R. 19) found said debts, to the extent of $25,- 
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593.06 after proper exclusions, became and were 
worthless within the community period, on March 29, 
1934, at the death of Herder, but were not deductible 
because it found the single entry Herder books were 
kept by each of the petitioners after his death, and no 
charge off of the debts were made on said books. In 
other words, while recognizing the substitution of the 
statutory accrual to cure the deficiencies of the prior 
cash basis, the Board denies accrual of the bad debts 
by finding the superseded cash basis method was con¬ 
tinued and was deficient in the detail of their charge 
off on its books. Error in this ruling in its various 
aspects of law and fact is the substance of this branch 
of the case. 

The other errors for consideration involve the tax¬ 
able status of the community receipt of $33,333.33 paid 
as the result of the total destruction by fire of its rice 
mill in 1934. 

In 1918, by its purchase, Herder brought a certain 
rice mill in Texas into the marital community. Shortly 
afterwards, he sold an undivided one third interest 
therein to R. L. Williams. Herder and Williams be¬ 
came partners in the mill operation (R. 16) with 
Herder and wife owning the community in the Herder 
distributable partnership net income as derived from 
the partnership return for the ensuing taxable pe¬ 
riods. (See Respondent’s computation R. 47 and Pe¬ 
titioner computation R. 49 as to the partnership in¬ 
terests.) 

When on January 15, 1934, the mill was totally lost 
by fire (R. 16), certain fire insurance companies paid 
$50,000 to the partnership on March 15, 1934, which 
then distributed two thirds to Herder and one third to 
Williams. Both Herder and Williams purposed to 
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reinvest the money in another mill, and Williams, sub¬ 
sequently, and according to the Board finding, made 
such reinvestment (R. 17), whereby any gain to Wil¬ 
liams is held (R. 22) not taxable in 1934. The Board 
found Herder died March 29, 1934, before he made 
any reinvestment, and that neither his heirs nor per¬ 
sonal representatives (R. 16) made such reinvestment, 
whereby the Herder community share of the proceeds 
is held (R. 22) taxable as ordinary income for the pe¬ 
riod, January 1 to March 29, 1934. Petitioners claim 
this decision as to the taxable status of the Herder 
proceeds is error as to George Herder for the period 
concluded by his death. 

Alternatively, petitioners showed a total loss by fire 
of improvements to real property is a closed trans¬ 
action, constituting a claim under the laws of Texas, 
and offered other evidence that collection of the claim 
involved a sale or exchange wherefrom (Section 117) 
only a statutory percentage of the gain was taxable as 
income. The Board decided no sale or exchange oc¬ 
curred, and petitioners claim this decision is error. 

For the computation of taxable gain from the insur¬ 
ance receipts, petitioners offered evidence that the 
mill-books were substantially destroyed, and other evi¬ 
dence tending to establish the value of the mill when 
destroyed was correctly computed (R. 18, 50) in the 
original partnership return. Thereby petitioners rep¬ 
resented the mill cost to be $58,332.23 subject to a cer¬ 
tain depreciation of $14,027.72, and its present value 
to be $44,304.51 when destroyed (R. 53, 46). Respon¬ 
dent conceded a cost of $48,295.88, by disallowance of 
alleged cost items, and notwithstanding continued re¬ 
placements and repairs appeared substantially to ar¬ 
rest depreciation, increased the deductible deprecia- 
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tion (R. 4S) to $24,095.14. Consequently, the partner¬ 
ship profit was increased from $7,695.49 to $2S,799.26. 
The Board approved this profit, and petitioners claim 
this is error. 


STATUTES INVOLVED. 

“Sec. 21. Net Income. 

“ ‘Net income’ means the gross income com¬ 
puted under section 22, less the deductions al¬ 
lowed by section 23.” 

“Sec. 22. Gross Income. 

“(a) General Definition.—‘Gross income’ in¬ 
cludes gains, profits, and income derived from sal¬ 
aries, wages, or compensation for personal ser¬ 
vice, of whatever kind and in whatever form paid, 
or from professions, vocations, trades, businesses, 
commerce, or sales, or dealings in property, 
whether real or personal, growing out of the own¬ 
ership or use of or interest in such property; also 
from interest, rent, dividends, securities, or the 
transaction of any business carried on for gain 
or profit, or gains or profits and income derived 
from any source whatever. 

• * • # * 

“(e) Determination of Gain or Loss.—In the 
case of a sale or other disposition of property, the 
gain or loss shall be computed as provided in sec¬ 
tion 111. 

# * * * • 

“Sec. 23. Deductions from Gross Income. 

“In computing net income there shall be al¬ 
lowed as deductions: 

• # • * 


* 
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“(k) Bad Debts.—Debts ascertained to be 
worthless and charged off within the taxable year 
(or, in the discretion of the Commissioner, a rea¬ 
sonable addition to a reserve for bad debts); * * * 

“(1) Depreciation.—A reasonable allowance for 
the exhaustion, wear and tear of property used in 
the trade or business, including a reasonable al¬ 
lowance for obsolescence.” 

“Sec. 41. General Rule. 

“The net income shall be computed upon the 
basis of the taxpayer’s annual accounting period 
(fiscal year or calendar year, as the case may be) 
in accordance with the method of accounting reg¬ 
ularly employed in keeping the books of such tax¬ 
payer; but if no such method of accounting has 
been so employed, or if the method employed does 
not clearly reflect the income, the computation 
shall be made in accordance with such method as 
in the opinion of the Commissioner does clearly 
reflect the income. * * * 

“Sec. 42. Period in Which Items of Gross In¬ 
come Included. 

<< # * * ^ the cage 0 f the death of a taxpayer 
there shall be included in computing net income 
for the taxable period in which falls the date of 
his death, amounts accrued up to the date of his 
death if not otherwise properly includible in re¬ 
spect of such period of a prior period.” 

“Sec. 43. Period for Which Deductions and 
Credits Taken. 

“ * * * In the case of the death of a taxpayer 
there shall be allowed as deductions and credits 
for the taxable period in which falls the date of 
his death, amounts accrued up to the date of his 
death if not otherwise properly allowable in re¬ 
spect of such period or a prior period.” 
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“Sec. 111. Determination of Amount of, and 
Recognition of, Gain or Loss. 

“(a) Computation of Gain or Loss.—Tlie gain 
from the sale or other disposition of property 
shall be the excess of the amount realized there¬ 
from over the adjusted basis provided in section 
113(b) for determining gain, and the loss shall be 
the excess of the adjusted basis provided in such 
section for determining loss over the amount real¬ 
ized.’’ 

“Sec. 112. Recognition of Gain or Loss. 

* * • • * 

“(f) Involuntary Conversions.—If property (as 
a result of its destruction in whole or in part, theft 
or seizure, or an exercise of the power of requi¬ 
sition or condemnation, or the threat or immi¬ 
nence thereof) is compulsorily or involuntarily 
converted into property similar or related in ser¬ 
vice or use to the property so converted, or into 
money which is forthwith in good faith, under reg¬ 
ulations prescribed by the Commissioner with the 
approval of the Secretary, expended in the acqui- 
sion of other property similar or related in ser¬ 
vice or use to the property so converted, or in the 
acquisition of control of a corporation owning 
such other property, or in the establishment of a 
replacement fund, no gain or loss shall be recog¬ 
nized. If any part of the money is not so ex¬ 
pended, the gain, if any, shall be recognized, but 
in an amount not in excess of the money which is 
not so expended.” 

“Sec. 113. Adjusted Basis for Determining Gain 
or Loss. 

“(a) Basis (Unadjusted) of Property.—The 
basis of property shall be the cost of such prop¬ 
erty; * * # 
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“(b) Adjusted Basis.—The adjusted basis for 
determining the gain or loss from the sale or other 
disposition of property, whenever acquired, shall 
be the basis determined under subsection (a), ad¬ 
justed as hereinafter provided. 

“(1) General Rule.—Proper adjustment in re¬ 
spect of the property shall in all eases be made— 
# # * 

“(B) in respect of any period since February 
28, 1913, for exhaustion, wear and tear, obsoles¬ 
cence, amortization, and depletion, to the extent 
allowed (but not less than the amount allowable) 
under this Act or prior income tax laws.” 

“Sec. 117. Capital Gains and Losses. 

“(a) General Rule.—In the case of a taxpayer, 
other than a corporation, only the following per¬ 
centages of the gain or loss recognized upon the 
sale or exchange of a capital asset shall be taken 
into account in computing net income: * * * 

“30 per centum if the capital asset has been 
held for more than 10 years.” 

* * # # * 

“(c) Determination of Period for Which Held.— 
For the purpose of subsection (a)— 

“(1) In determining the period for which the 
taxpayer has held property received on an ex¬ 
change there shall be included the period for 
which he held the property exchanged, if under 
the provisions of section 113, the property re¬ 
ceived has, for the purpose of determining gain 
or loss from a sale or exchange, the same basis in 
whole or in part in his hands as the property ex¬ 
changed. 

# * * # # 

“(f) Retirement of Bonds, Etc.—For the pur¬ 
poses of this title, amounts received by the holder 
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upon the retirement of bonds, debentures, notes, 
or certificates or other evidences of indebtedness 
issued by any corporation (including those issued 
by a government or political subdivision thereof), 
with interest coupons or in registered form, shall 
be considered as amounts received in exchange 
therefor.” 

“Sec. 188 . Different Taxable Years of Partner 
and Partnership. 

* • * * • 

“(b) Partnership Years Beginning in 1933.— 
For the purpose of computing the net income of a 
partner for a taxable year beginning after Decem¬ 
ber 31, 1933, the partnership net income for any 
taxable year of the partnership beginning before 
January 1,1934, shall be computed under the Rev¬ 
enue Act of 1932, without regard to sections 101 
and 186 thereof (relating to capital net gain and 
capital net loss) but as if section 117 of this Act 
(except subsection (d) thereof) had formed a part 
of Title I of the Revenue Act of 1932.” 
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ARGUMENT. 

Assignment of Errors. 

As to the Bad Debt issue: 

By George Herder (R. 28-9): 

“(1) The Board erred in finding that the only 
books kept as the Herder transactions were the 
single entry cash receipt books kept by George 
Herder in his life, and kept, thereafter, by R. L. 
Williams for petitioners, and erred in thereby de¬ 
parting from and rejecting uncontradicted evi¬ 
dence that petitioners actually kept other and ad¬ 
ditional books concerning said transactions. 

“(2) The Board erred in finding the fact that the 
bad debts were never charged off nor credited upon 
the books of account, and in thereby rejecting 
other findings of fact that said bad debts were 
omitted from the estate tax appraisal, were listed 
by the petitioners and stated to the accountant as 
worthless to be deducted in the tax returns, and 
were deducted in equal parts in Herder returns 
for 1934 other than the controversial fractional re¬ 
turn. 

“(3) The Board erred in both its opinion conclu¬ 
sions, that the bad debts continue, or continued, as 
assets on the books of petitioners, and that their 
deduction is only allowable as the result of both 
a previously ascertainment of their worthlessness 
and of their charge-off within the taxable period, 
and in thereby ignoring and rejecting Section 43 
of the Revenue Act of 1934.” 

By Mary Herder (R. 77): 

“(1) The Board erred, after finding that no books 
were kept by petitioner, and that said bad debts 
were omitted from the estate tax appraisal, were 
ascertained as worthless within said taxable pe- 
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riod by petitioner and other interested parties, 
were listed and stated to the accountant as worth¬ 
less to be deducted in the tax return of petitioner, 
and were therein deducted, in finding and decid¬ 
ing said bad debts were never charged off by peti¬ 
tioner, and were continued, and continue as assets 
of, or, upon books of petitioner.” 

The Bad Debt Issue. 

Petitioners address their argument to establish the 
findings of fact are incorrect in fact and in law in the 
following sentences: 

(R. 19) “After decedent’s death the same books 
of account were kept by R. L. Williams for the 
executors of the estate of decedent and for Mary 
Herder. No other books of account were kept by 
or for the decedent, the executors of his estate, or 
Mary Herder.” 

(R. 19) “The debts here in question were never 
charged off nor credited on the books of account 
either before or after decedent’s death.” 

(R. 20) “We find that these debts ivere never 
charged off either by the executors of the estate 
of George Herder, deceased , or by Mary Herder.” 

These findings relate to the alleged errors that same 
are not sustained by the evidence, and result in erro¬ 
neous application of Section 23(k) in the Board de¬ 
cision of the bad-debt issue. 

Petitioners submit as a matter of law, that the Board 
in applying to the taxable period of George Herder, 
deceased, the accrual basis of account, substituted by 
Sections 42 and 43 of the Revenue Act of 1934, erro¬ 
neously gave precedence to Section 23 (k) in denying 
the deduction of debts that became worthless in said 
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period upon his death. Petitioners then submit the 
questioned sentences, besides being immaterial at law, 
are not supported as findings of fact by any sufficient 
evidence. Their conclusion will be error is manifest 
both at law and in fact. 

So that the contradictory position at law of the 
Board may be evident, its application of Sections 42 
and 43 to an issue not here in controversy, but existing 
and properly determined before the Board, is first 
given in the following excerpt (R. 23-4) from its opin¬ 
ion: 

“There was interest in the amount of $5,51S.01 
earned, but unpaid, on debts owing the community 
of George Herder and Mary Herder, his wife, at 
the time of the death of the former. Respondent 
added one-half of this amount to the income of 
decedent in determining the deficiency against him 
under the following provision of section 43 of the 
Revenue Act of 1934: ‘In the case of the death of 
a taxpayer there shall be included in computing 
net income for the taxable period in which falls 
the date of his death, amounts accrued up to the 
date of his death if not otherwise properly includ¬ 
ible in respect of such period or a prior period.’ 
# * * 

“Petitioners claim that respondent erred in 
adding the amount of interest in question to de¬ 
cedent’s income, for the reason, as they contend 
that the interest was not collectible. * * * We 
think it clearly appears from the evidence that 
there was no reasonable expectation that such in¬ 
terest would ever be paid. * * * We hold there¬ 
fore that the interest accrued, but unpaid, on these 
debts * '* * did not constitute income to George 
Herder and should not be considered in determin¬ 
ing the deficiency against him. There can be no 
accrual of income where there is no income.” 
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On the other hand, as to the bad debts, we find the 
statutory accrual thereof disregarded, and emphasis 
laid upon Section 23(k) (R. 22-3) in the following ex¬ 
cerpt from the opinion: 

“Upon his death these debtors became hope¬ 
lessly insolvent and the debts then became worth- 
less. 

“The applicable provisions of the statute for 
deduction of bad debts is section 23(k) of the Rev¬ 
enue Act of 1934, and is as follows: 

“(k) Bad Debts.—Debts ascertained to be 
worthless and charged olf within the taxable year 
(or, in the discretion of the Commission, a rea¬ 
sonable addition to a reserve for bad debts); and 
when satisfied that a debt is recoverable only in 
part, the Commissioner may allow such debt, in 
an amount not in excess of the part charged off 
within the taxable year, as a deduction. 

“The statute is silent as to how and where or 
in what manner bad debts are to be charged off. 
However, as was said by the court (C. C. A. 6th 
Cir.) in Fairless v. Commissioner, 67 Fed. (2d) 
475: 

“It was clearly the purpose of the Congress to 
condition allowance of deduction for bad debts 
upon the perpetuation of evidence that they were 
ascertained to be worthless within the taxable 
year, and upon some specific act of the taxpayer 
clearly indicating their abandonment as assets. 

“In line with this expressed view of the court 
we adhere to our holding in Carl G. Stifel, Trus¬ 
tee, 7 B. T. A. 1060, that: 

“The charging off of bad debts should, in the 
case of a taxpayer keeping regular books of ac¬ 
count, be evidenced by such books entries as will 
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effectually eliminate the amount of the bad debt 
from the book assets of the taxpayer. 

“See also Britton Lumber Co., 20 B. T. A. 583. 

“The debts in question were never charged off 
on the books of the petitioners, but are carried as 
assets thereon. The deduction of the debts on the 
income tax returns of petitioners did not consti¬ 
tute a charge-off. Such deduction could only be 
allowable as the result of a previous ascertain¬ 
ment of the worthlessness of the debts and a 
charge-off thereof within the taxable period. The 
mere ascertainment of worthlessness is not suffi¬ 
cient to authorize the deduction. We hold that the 
debts were never charged off and that the claim 
of deductions for bad debts must be disallowed.” 

The statutory incidence of the accrual basis in place 
of the prior cash basis for determination of the hus¬ 
band’s net taxable income from the marital community 
at his death results from remedial amendments en¬ 
acted in 1934, for reasons given by the Report of the 
Committee on Finance as follows: 

“The Courts have held that income accrued 
prior to the death of a decedent on the cash basis 
is not income to his estate, and under the present 
law, unless such income is taxable to the decedent, 
it escapes income tax altogether. By the same 
reasoning, expenses accrued prior to death cannot 
be deducted by the estate. Sections 42 and 43 of 
the House Bill were so drawn as to require the in¬ 
clusion in the income tax return for the decedent 
of all items of income and deductions accrued up 
to the date of death regardless of the fact that the 
decedent may have kept his books on a cash basis. 
The change made in Section 43 is necessary to ef¬ 
fectuate the policy adopted in the House Bill in 
Section 42. By reason of the proposed change 





20 


such items as accrued dividends and interest on 
partially exempt securities are permitted as a 
credit in computing the normal tax.” 

The remedial amendments in Sections 42 and 43 are 
as follows: 

Period in Which Items of Gross Income Included. 

“ * * * In the case of the death of a taxpayer 
there shall be included in computing net income 
for the taxable period in which falls the date of 
his death, amounts accrued up to the date of his 
death if not otherwise properly includible in re¬ 
spect of such period or a prior period.” 

Period for Which Deductions and Credits Taken. 

“ * * * In the case of the death of a taxpayer 
there shall be allowed as deductions and credits 
for the taxable period in which falls the date of 
his death, amounts accrued up to the date of his 
death if not otherwise properly allowable in re¬ 
spect of such period or a prior period.” 

Referring specifically to Section 42, but necessarily 
thereby also to Section 43, in Fehrman v. Commis¬ 
sioner, 38 B. T. A. —, No. 7, C. C. H. Dec. 10080, we 
read: 


“It was written- into that Act by Congress 
largely because decisions of this Board had held 
that, where a decedent was on a cash basis, income 
which had accrued but had not been actually re¬ 
ceived by decedent did not constitute income when 
finallv received by his estate, but constituted a 
part of the corpus of the estate subject to the Fed¬ 
eral estate tax. Estate of Coehne, 6 B. T. A. 1071. 
Dec. 2396, Estate of McCarthy, 9 B. T. A. 525, Dec. 
3170, Estate of Vanderbilt, il B. T. A. 291, Dec. 
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3764, Estate of Heyman, 25 B. T. A. 179, Dec. 7378 
# * # 

• 

“It is obvious from the language of the Act and 
the legislative intent * * * that the purpose of 
Congress was to treat the income of a decedent as 
though he were on an accrual basis even though he 
was actually upon a cash basis and kept his books 
on a cash basis, and that the phrase ‘amounts ac¬ 
crued up to the date of his death’, means those 
amounts which would be properly included in a 
decedent’s income if lie were on an accrual basis 
as distinguished from a cash basis.” 

When Sections 42 and 43 put a decedent upon an ac¬ 
crual basis, his prior books of account, kept on the cash 
basis, become immaterial. An extraordinary situation 
for the decedent, and for his widow, is the result, as 
illustrated in Brander v. Commissioner , 3 B. T. A. 231, 
where taxpayer originally presented an accrual return 
based upon records of a corporation, and then pre¬ 
sented an amended return upon a cash basis upon the 
ground that he kept no books. Of this situation the 
Board writes: 

“ * * * except in an extraordinary case, which 
does not now come to mind, an accrual method 
without accounting records is an anamoiy. # * * 
Even a simple practice of accruals would require 
systematic accounting and some sort of bookkeep¬ 
ing. * * * But the Commissioner says the tax¬ 
payer did have books, in effect, for his accounts 
were kept on the books of the corporation, and that 
from these his tax return was compiled. This is 
not to be assumed and the proof is not convincing. 
It appears that only the single item of salary and 
commission was taken from the corporation books 
* * * . We hold, therefore, that the receipts 
method may properly be used as the taxpayer 
claims.” 
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Substitution of an accrual basis of account by Sec¬ 
tions 42 and 43, without books for its support, provides 
the extraordinary case that is not an anamoly accord¬ 
ing to the Board, and, which, being extraordinary, in¬ 
vites interest in its proper application. Evidently, the 
cash-receipt books of George Herder become inade¬ 
quate, and are put aside in application of the new basis. 
It is as though he had no books for the period in which 
he is put upon the accrual basis by reason of his death. 

Evidently, the new entity, his estate, reporting for 
a succeeding period and establishing its own basis, 
could not effectively continue his original books, for 
items of income or deductions accrued in his period by 
Sections 42 and 43 would make his cash-receipt books 
incorrect. 

If the original books were obsolete as to the husband 
transactions prior to his death, it seems logical they 
were likewise obsolete as to his wife in the community 
period, or thereafter, unless continued by her. But 
again, their continuance by her would require their 
closing and reopening in disclosure of her part of the 
community and the subsequent entries of items arising 
in her widowhood. This means she would necessarily 
open a new set of books. 

Taken in these three phases, Sections 42 and 43 evi¬ 
dently discard the single entry books of the husband 
in applying the required accrual method to determina¬ 
tion of his taxable net income in the community period. 
They further leave his wife without any books unless 
opened in her widowhood, and as being impossible of 
continuance by the estate. Application of Sections 42 
and 43 must necessarily suspend the provision of Sec¬ 
tion 23(k) that a bad debt to be available as a statutory 
deduction must be determined worthless and charged 
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off upon the books of taxpayer within the taxable pe¬ 
riod. After his death, neither George Herder nor his 
representatives could determine or charge off on his 
books, as within his lifetime, any debts that were made 
bad by his death, nor could they accrue any income 
item. The same thing is true of Mary Herder. The 
Board theory is that they are bound by the lack of de¬ 
terminations and entries which they lacked the power 
under Section 23(k) to make, and the benefit of which 
is conferred by the remedial sections. It must be that 
Section 23(k) became ineffective. 

In “Studies in Federal Taxation”, discussing the 
bad debt provision (pp. 243-4), Randolph Paul says: 

“A large proportion of taxpayers do not keep 
books. It has therefore been necessary to invent 
a theory of informal charge off where the tax¬ 
payer keeps no books of account. In such cases, 
to avoid discrimination between taxpayers in the 
same situation except for the fortuitous circum¬ 
stance that one keeps books where the other does 
not, the Board of Tax Appeals and the courts have 
developed the pious but fraudulent fiction that a 
taxpayer keeping no books may eliminate all debts 
from his assets by a mental process tantamount to 
an admission to himself that the debts ascertained 
to be worthless are no longer considered by him 
to be a part of his assets. It has been held that 
such subjective charge off meets the statutory re¬ 
quirement. ‘Thus the process of psychoanalysis 
has spread to unaccustomed fields.” 

Again, where there are no books, a charge-off in the 
return is given effect (Redfield, et al., 34 B. T. A. 967; 
Percy, 22 B. T. A. 13), or, if made the subject matter 
of a refund claim shortly after the return was filed in 
which no charge-off was made (Peters v. United States 
Ct. of Cls., 10 F. S. 143). 
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In Brown v. United States, 95 Fed. (2d) 4S7 (C. C. 
A. 3), we read: 

“We should be reminded that the Revenue Act 
distinguishes between bad debts incurred in the 
course of a trade or business and bad debts in¬ 
curred in transactions in which the taxpayer was 
not engaged in trade or business. * * * 

“It is fair to assume that one engaged in trade 
or business who sells on credit has an account with 
his debtor. It is not fair to assume that an indi¬ 
vidual investor makes an investment the subject 
of a book entry. He may keep no books, or his 
system may be a very informal one. The law has 
set up no standard, nor is he penalized for his bad 
bookkeeping, or indeed for his failure to keep 
books.” 

Sections 42 and 43 call for no fictional attitude for 
they expressly include in income “ amounts accrued, up 
to the date of his death if not otherwise properly in¬ 
cludible in respect of such period or a prior period”, 
and allow “as deductions and credits for the taxable 
period in which falls the date of his death, amounts ac¬ 
crued up to the date of his death if not otherwise prop¬ 
erly allowable in respect of such period or a prior pe¬ 
riod.” 

Requiring an accrual, where there are no books, or 
where prior cash receipt books are discarded, the sec¬ 
tions make it unnecessary to argue that 23(k), under 
such accrual method, requires a charge-off. If the 
charge-off is required under the special circumstances 
that give Sections 42 and 43 effect, the sections penalize 
the taxpayer while distorting his net income. 

Although such charge-off is an admitted incident of 
a normal accrual method, its omission is a necessary 
result of the extraordinary case arising from the statu- 
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tory incidence of the accrual method upon items ac- 
J cruablc because of circumstances of the case, and must 

be in contravention of statutory rules that otherwise 
limit the deduction of such items. 

Under these Sections, the part of the debts owned 
by George Herder in the community, and which became 
¥ bad upon his death, were legally deductible in his re¬ 

turn for the community period, and denial of the de¬ 
duction through application of Section 23(k) is sub¬ 
mitted as error. The deduction in her return of her 
part of the bad debts by Mary Herder is proper be¬ 
cause she kept no books. That the estate kept books 
* does not bind the community interests of either George 

, Herder or Mary Herder. 

As to Mary Herder, during the community her part 
was subject to control by her husband and thereby to 
his account thereof. Reference has been made to its 
similarity to a partnership, whereof, we read in 32 Op. 
A tty. Gen. (1920) 298, 302: 

“Their relation partakes of the nature of a 
partnership in which each partner may have sepa¬ 
rate estates, or property, as well as common stock 
of acquisitions and gains. The business of the 
firm generally is transacted in the name of the 
^ husband, and he prosecutes and defends its suits 

with the same effect as if his partner were named 
in the case, (Simpson v. Brotlierton, 62 Tex. 170), 
and although community property has not all the 
incidents of partnership property, it has many of 
them, and is commonly spoken of as partnership 
► property. (DeBlane v. Lynch & Co., 23 Tex. 25; 

Wilkinson v. Wilkinson, 20 Tex. 237.)” 

Rules of property, as to what constitutes separate or 
community property, cannot be abrogated by the par- 
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ties, nor by the Revenue Acts. In Turbeville v. Com., 
84 F. (2d) 307, 309, (C. C. A. 5), certiorari denied 
299 U. S. 581, it is ruled: 

“Enlarged as the power of a married woman 
over her separate property has been by statute 
since 1913 (see Vernon’s Ann. Civ. St. Tex. Art. 
4613 et seq.), Ladonio-Dennis-Jones v. Hope Fer¬ 
tilizer Co. (Tex. Civ. App.) 40 S. W. (2d) 956, it 
has not been enlarged to the point where by a mere 
agreement with her husband, she can change the 
character or nature of her rights and interest in 
her property from that prescribed by law. (Cauble 
v. Beaver-Elcctra Refining Co., 115 Tex. 1, 274 S. 
AY. 120).” 

The law of the State where property is situated rules 
its descent, alienation and transfer (DeVaughn v. Hut¬ 
chinson, 165 U. S. 566, 570), and state decisions, inter¬ 
preting said rules, will be followed by the Federal 
Courts {Warburton v. White, 170 U. S. 484, 496); 
(Hopkins v. Bacon, 282 U. S. 122, 127). 

It follows that Sections 42 and 43, in so far as they 
impose a new accrual basis upon the community ac¬ 
count of a husband at his death, will afford the same 
rule of construction to his wife in determining the com¬ 
munity net income divisible between them for taxation. 
Otherwise, Sections 42 and 43 require a control over 
her community part that is denied to her by the laws 
of Texas, 1 and are in conflict with the Texas rules of 
property. 

This is the case at law for petitioners which shows 
the error of the Board. 

The case in fact rests upon the sufficiency of the 
quoted findings if they are sustained by the evidence. 


i See Note (1) supra . 
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In the first place, they are not sustained by the evi¬ 
dence. R. L. Williams, for the executors, made a list 
of the bad debts in a separate book, and gave a memo¬ 
randum of them to the accountant to be charged off in 
the returns (R. 55, 57, 58). Respondent’s counsel iden¬ 
tified the Williams record as other than and apart from 
the Herder books (R. 57). Williams made no entry 
in the Herder books in continuation of them (R. 56-7). 
There is no evidence that Williams, or any one else, or 
Mary Herder, kept any books beyond memorandums 
and notations by the appraisers and executors. Wil¬ 
liams admits he made no formal charge-off of the bad 
debts (R. 58). There is no evidence to sustain the find¬ 
ings. Their statements of fact, excepting that the 
debts were never charged off, are directly contradicted 
by all the existing evidence. 

The statement that the debts were never charged off 
becomes immaterial since the evidence to establish the 
existence of books in which to record such entry is en¬ 
tirely lacking. As the findings are not sustained by 
the evidence they are not legally pertinent. 

The Board erred in making said findings, and in not 
giving effect to Section 43 as overriding Section 23(k) 
in deciding the bad debts should not be allowed to the 
amount of $25,593.06, one half in the community period 
return for George Herder, deceased, and one half in 
the 1934 return for Mary Herder, and in denying the 
deduction. Upon said point, law and fact are sub¬ 
mitted to justify reversal of the Board for material 
error of law and fact. 
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TAXABLE STATUS OF THE PAYMENT OF 

INSURANCE. 

Assignments of Error. 

As to the Insurance Proceeds: 

(The first item relates to George Herder; the 
other items to both petitioners.) 

“(1) Alternatively, the Board erred, after find¬ 
ing that both the partners intended the reinvest¬ 
ment of the proceeds until the death of Herder, 
and that the surviving partner consummated the 
investment of his interest, but the Herder heirs or 
representatives did not make a reinvestment, in 
deciding the Herder interest in the proceeds was 
ordinary income for the fractional period, and in 
thus disregarding said findings. 

“(2) Alternatively, the Board erred, after find¬ 
ing a complete destruction of the mill as real prop¬ 
erty and payment of the insurance for the result¬ 
ing total loss, in disregarding uncontradicted evi¬ 
dence that said payment involved transfer of title 
as a sale in liquidation under the laws of Texas 
applicable to real property, and, in deciding the 
transaction was not a sale or exchange, and was 
not subject to computation of capital gain thereon 
under Sections 117 and 188 of the Revenue Act of 
1934. 

“(3) Alternatively, the Board erred, in disre¬ 
garding its own findings of fact, in rejecting un¬ 
contradicted evidence of arrested depreciation, in 
accepting as conclusive the estimated depreciation 
computed by respondent, and in arbitrarily de¬ 
ciding the cost-basis of the mill was as proposed 
by respondent and not as shown in evidence by 
petitioners.” 
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Petitioners address their argument against the 
status and amount of the partnership profit found by 
the Board: 

(R. 18) “We find the profit teas $28,799.26.” 

This has three possible phases—as not taxable in the 
community period to George Herder, deceased, as in¬ 
volving a capital gain, and as being ordinary income; 
the last being its status according to the Board. The 
extent of taxable income, either as a capital gain or as 
ordinary income, further involves whether the Board 
erred in approving the basis for ascertaining the gain 
offered by respondent. 

By Section 188 (b) of the Revenue Act of 1934, to 
ascertain the Herder partnership interest in partner¬ 
ship income, the computation of the partnership in¬ 
come is made under the Revenue Act of 1932 and sub¬ 
ject to Section 117 of the Revenue Act of 1934, and any 
exceptions of the statutes to this general rule are not 
material herein. Under this rule the classification of 
the insurance payments as urged by petitioners are 
entirely permissible in the computation. 

As not Taxable in the Community Period to George 

Herder, Deceased. 

The payment to Herder and Williams of the $50,000 
was the result of an involuntary conversion by casu¬ 
alty of a capital asset into cash. Under Section 112(f) 
of the Revenue Act of 1934, no gain to them upon their 
shares will be recognized as to the proceeds forthwith 
in good faith, under the regulations, reinvested in ac¬ 
quisition of other similar property. The Board finds 
correctly that both Herder and Williams intended to 
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reinvest the proceeds, that Williams subsequently did 
so and had no gain although he failed to comply with 
the regulations, and the findings continue: 

“* * * but Herder died March 29, 1934, before 
anything was accomplished and neither his heirs 
nor personal representatives made such reinvest¬ 
ment” (R. 16) 

Upon this finding, the Board (R. 22) holds: 

“As there was no reinvestment of the insurance 
funds collected by George Herder, his share of the 
insurance fund is taxable as ordinary income for 
the period January 1 to March 29, 1934.” 

The error of this ruling is self evident in that it 
charges against Herder the failure of his heirs and 
personal representatives to exercise the right of rein¬ 
vestment which vested in them upon his death. 

The statutory condition upon the reinvestment (Sec¬ 
tion 112(f) ) is “forthwith in good faith”. “Forth¬ 
with” is extended by circumstances into a consider¬ 
able period of time, 14 months for Williams in the 
present case, two years in another case (Buckhardt v. 
Commissioner, 32 B. T. A. 1272). 

The death of Herder on March 29, after receipt of 
the insurance proceeds on March 14, 1934, left him 
without opportunity to make a reinvestment, and his 
death, says the Board, passed the right to his heirs or 
representatives. The proceeds could not be ordinary 
income to him and remain subject in their hands to the 
provisions of the statute. WTien they failed to act, as 
admittedly they did, the proceeds were income to his 
estate. Said proceeds, in his hands and theirs, being 
privileged to be non-taxable if reinvested, would not 
be ordinary income to him in the community period 
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ended by his death, for that means a termination of 
the reinvestment status assigned to the proceeds in the 
hands of his heirs and representatives after his death 
until abandoned by them. 

Mary Herder, during George Herder’s life, had no 
control of her community part of the insurance pro¬ 
ceeds, and his death cannot reasonably be said to cut 
off her right to reinvest her share after his death. It 
is because she made no reinvestment, that her part be¬ 
came taxable either as a capital gain or as ordinary 
taxable income in 1934. 

The Alternative of Capital Gain. 

Upon this point, the record only discloses the Board 
conclusion in its opinion (R. 22): 

‘Section 117(a) provides: ‘In the case of a 
taxpayer, other than a corporation, only the fol¬ 
lowing percentages of the gain or loss recognized 
upon the sale or exchange of a capital asset shall 
be taken into account in computing net income.’ 
We hold that the involuntary conversion of the 
rice mill by its destruction by fire was not a sale 
or exchange. John II. Watson, Jr., 27 B. T. A. 
463; Arthur E. Braun, Trustee', 29 B. T. A. 1161; 
M. P. Sturdivant, 23 B. T. A. 1385; Echols v. Com¬ 
missioner, 61 Fed. (2d) 191, and the profit derived 
therefrom is taxable as ordinary income.” 

The authorities cited by the Board deal with bonds 
or contracts other than insurance policies. In I. T. 
2661 (C. B. XI-2, 39 (1932) gain from the surrender 
of an insurance contract and annuity is held not sub¬ 
ject to the capital gain provision of Section 101 of the 
Revenue Act of 1932 and must be taxed as ordinary 
income. In Commissioner v. Heilman, 33 B. T. A. 901, 
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taxpayer contended his profit from surrender of life 
insurance and annuities contracts were capital gain 
under the similar provision of the 1928 Act. The 
Board held the principles of the foregoing citations 
applicable, saying: 

“As we said in John II. Watson Jr., supra, ‘The 
words “sale or exchange” are ordinary words of 
well established meaning’. Tliev do not include 
the surrender of a life insurance or annuity con¬ 
tract wherein the insured receives a payment of 
an obligation according to the terms of the insur¬ 
ance policy.” 

Petitioners submit payment of $50,000 herein, is 
only incidentally according to the terms of insurance 
policies, and is in fact a payment of a liquidated claim 
arising upon occurrence of the total loss by fire. Hence, 
they submit the present case is not governed by the 
above rulings, and is to be decided in its actual as¬ 
pect as involving a “sale or exchange” giving rise to 
a capital gain. 

Petitioners submit the definition of “sale or ex¬ 
change” is widened by Section 117(f) of the Revenue 
Act of 1934, which provides: 

“(f) Retirement of Bonds, Etc.—For the pur¬ 
poses of this title, amounts received by the holder 
upon the retirement of bonds, debentures, notes, 
or certificates or other evidences of indebtedness 
issued by any corporation (including those issued 
by a government or political subdivision thereof), 
with interest coupons or in registered form, shall 
be considered as amounts received in exchange 
therefor.” 

First, petitioners would suggest G. C. M. 18233 
(XVI-147) (373 C. C. H. 6317) holds the surrender of 
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a life insurance policy for cash is not within section 
117(f), because not expressly included by Congress, 
and, thereby, intimates a life insurance policy ap¬ 
proaches the border line of inclusion. 

Under Texas decisions, a gin house and its machin¬ 
ery, such as engines and boilers annexed to the soil, 
are real estate ( Ginners M. Underwriters v. Wiley & 
House, 147 S. W. 629), and the policies upon the Her¬ 
der-Williams mill insured real estate. Under a Texas 
statute a fire insurance policy, in case of total loss by 
fire of the property insured (excepting personal prop¬ 
erty) shall be held and considered a liquidated demand 
against the company for the fine amount of such 
policy. 1 Evidence of total destruction of the property 
establishes a liquidated demand in the agreed amount 
payable under the policy and no proof of loss is re¬ 
quired ( Home Ins. Co. v. Williams, 84 S. W. (2) 879; 
American Central Ins. Co. v. Terry, 26 S. W. (2) 162; 
Queen Ins. Co. v. Jefferson Ice Co., 64 Tex. 578, 582). 
There is no necessity for a demand for payment and 
a refusal before instituting suit, where the loss is total, 
as shown by the pleadings and evidence ( Northwest¬ 
ern N. Ins. Co. v. Westmoreland, 215 S. W. 471, 473). 
It is a closed policy of the kind usual in marine insur¬ 
ance ( Queen Ins. Co. v. Jefferson Ice Co., supra). 

The Board and administrative decisions, relative 
to status of insurance and annuity contracts, until de¬ 
cision hereof, with one exception, involved surrender 

'Vernon’s Ann. Texas Statutes (1925) Vol. 14, p. 319: 

Art. 4929, (4874) (3089) POLICY—A LIQUIDATED DEMAND. 

“A fire insurance policy, in case of total loss by fire of prop¬ 
erty insured, shall be held and considered to be a liquidated de¬ 
mand against the company for the full amount of such policy. 
The provisions of this article shall not apply to personal prop¬ 
erty.” (Acts 1879 page 83.) 
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of contracts under their specific provisions for termi¬ 
nation. The exception approves the contention of pe¬ 
titioners. Here the destruction by fire converted a 
previously contingent liability of the insurer into a 
fixed and absolute liability under general principles 
of law ( Burkheiser v. Mutual Acci. Assn., 61 F. 816 
(C. C. A.-7); Railivay Mail Assn. v. Dent, 213 F. 981, 
984 (C. C. A.-8) ), and which would be impaired by sub¬ 
sequent insolvency of the insurer. (Casualty Ins. Co’s. 
Case, 82 Md. 533, 571) A different situation arises. 

Section 117(f) says amounts received upon retire¬ 
ment of bonds, etc., or other evidences of indebtedness 
issued by any corporation, with interest coupons, or in 
registered form, shall be considered as amounts re¬ 
ceived in exchange therefor. Here is a contingent ob¬ 
ligation evidenced by a registered policy, transformed 
into a liquidated demand by destruction of the insured 
property, and bearing interest until paid. Under the 
Texas laws an evidence of indebtedness, identifiable 
from the registered form of the policy, has arisen and 
is retired by payment of the total loss value stipulated 
in the policy. There is no exercise of contractual op¬ 
tion involved in the payment. Section 117(f) widens 
the definition of “exchange”, and is submitted to em¬ 
brace the payment to the Herders herein of their share 
of the $50,000 received by the partnership upon total 
loss of the mill. 

Respondent has recognized the receipt of insurance 
proceeds as involving capital net gain under Section 
117. In Regulation 86, Article 113(a)(9), respondent 
proposes the illustration of receipt in 1934 of $200,000 
of insurance upon destruction of a vessel purchased 
in 1926 for $100,000, and reinvestment of $150,000 of 


35 


the insurance in a new vessel. Disregarding deprecia¬ 
tion adjustments, the example says thereof: 

“ * * * a taxable gain to the extent of $50,00 would 
be recognized. As to the amount of such gain to 
be taken into account in computing net income , sec 
Section 117.” (Italics are part of the Regulation.) 

Although this italicized sentence was subsequently 
deleted by amendment of said Regulation by T. D. 4688 
(C. B. XV-2, 159, Sept. 23, 1936), the statutes remain 
unchanged. The sentence clearly suggests the receipt 
of insurance upon destruction of property involves 
elements of sale or exchange. 

In Pelican Bay Lumber Co. v. Blair t 31 F. (2) 15 
(C. C. A.-9) (Certiorari denied 49 S. Ct. 512), the 
Court describes the receipt of insurance proceeds not 
reinvested as follows: 

“In other words, the transaction would in effect 
have, amounted to a sale of property costing 
$98,202.83 at a profit of $67,917.49.” (Italics sup¬ 
plied.) 

Thus by regulation, judicial precedent and precise 
statutory enlargement of “sale or exchange,” collec¬ 
tion of the insurance proceeds herein reasonably is 
measured by Section 117, as involving a capital gain 
specially to be taxed, and does not constitute ordinary 
income. 

Petitioners submit the correct ruling is that anv tax- 
able gain from the receipt of the payment herein was 
a capital gain subject to computation under Section 117 
of the Revenue Act of 1934. 
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The Basis for Gain as to the Mill. 

Here, petitioners seek modification of the ultimate 
Board finding: 

“We find the profit ivas $28,799.2G.” 

The Board, in this finding, has approved respon¬ 
dent’s computation (R. 18) that the partnership profit 
was $28,799.28, when $50,000 of insurance was col¬ 
lected, and was not (R. 18) $7,695.49 as computed by 
the partnership. It also found (R. 17) other inciden¬ 
tal facts, which are mentioned hereafter. The respec¬ 
tive controversial computations (R. 18) appear in the 
findings. 

A partial summary in reconciliation of the two com¬ 
putations is presented (R. 46) by respondent. An en¬ 
tire reconciliation, indicative of the adjustments of 
cost as stated by the partnership and as revised, to¬ 
gether with the depreciation claimed by either party, 
follows: 



Partnership 


Adjusted 

Eliminations 

Cost 1918 

Additions 

New Machinery 
; Added by R. A. R. 
Replacements 

$33,000.00 

9,271.35 

G,5G3.70 

803.94 

8,693,24 

$ G,563.70 
803.94 
974.73 

$33,000.00 

G,953.51 

8,342.37 

(R. 52)—$ 2,317.84 

(R. 4G)— 7,718.51 


$58,332.23 


$48,295,88 


Less: 





Land $ 2,000.00 

Depr. 14,027.72 

Salvage 

16,027.72 

2,000.00 

24,095.14 

1,000.00 

27,095.14 

—11,067.42 

Depreciated cost 

$42,304.51 


$21,200.74 

21,103.77 

—$21,103.77 


$42,304.51 
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Thus the points of difference appear for considera¬ 
tion of their materiality to be: 

“(R. 52) $2,317.84”—The agent arbitrarily elimi¬ 
nated of $9,271.35, claimed as additions, as being 
deemed painting and repair expense. 

“(R. 46) $7,718.51”—The agent eliminated the Re¬ 
placements and Improvements listed after June 7, 
1926, in the partnership return, excepting $974.73 con¬ 
ceded as a capital expense. The agent concedes the 
other items. 

As to depreciation, the partnership return cites (R. 
50) the denial of depreciation in a prior Revenue 
Agent’s determination for the period prior to 1926 
because cared for by replacements and repairs. Be¬ 
ginning in 1926, petitioner computes depreciation 
thereafter upon individual items (R. 51-2-3) as a total 
of $14,027.72. Respondent computes depreciation sub¬ 
stantially in the same way, not from 1926 but from 
191S, (R. 48) as a total of $24,095.14. 

As to the facts affecting the two computations, the 
Board found the partnership books prior to 1926 were 
destroyed, that thereafter until the 1934 fire $27,501 
was spent for repairs and expended, and a like amount 
was so spent in the previous eight year period; that no 
depreciation was ever set ujo or taken by the partner¬ 
ship; that new machinery to the amount of $6,563.70 
was installed; and that $1,000 salvage remained after 
the fire. 

The Board also found respondent computed depre¬ 
ciation at a composite rate of 4 per cent. Although the 
varying rates in the schedule do not support this con¬ 
clusion, which apparently arises from comment (R. 47) 
of the agent, petitioners accept the finding as substan¬ 
tially correct. 
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Although no finding is made thereof, the evidence is 
that when the $50,000 of insurance proceeds was paid 
as a total loss for cause (R. 66) the mill was worth 
about $75,000 of actual value when destroyed, and that 
the mill was renewed and put back each year the same 
as in new condition. 

Petitioners submit error is apparent where a total 
loss of $50,000 is collected from fire insurance upon a 
mill worth only $21,000, in that the insurance would 
not be so written nor would such result prevail in ordi¬ 
nary business practice. The error lies in disregard of 
the satisfaction of the insurer that mill was worth at 
least $75,000, and in non-appreciation that $50,000 in¬ 
surance upon a $21,000 mill is an incentive to arson. 
The justification of the insurer valuing the mill as 
worth $75,000 above depreciation, by reason of con¬ 
tinued maintenance, finds basis in respondent previ¬ 
ously holding (R. 50) that depreciation was arrested 
thereby for the period ending in July, 1926 in which 
the Board finds $27,000 was spent for repairs. It finds 
further basis in the finding of the Board that $27,000 
was spent again in the period ending in 1934 in con¬ 
tinued maintenance. 

In Cumberland Glass Co. v. United States, 71 Ct. 
Cls. 44, 55, the precedents applicable to a very similar 
case are reviewed, and the Court concludes: 

“What is a reasonable allowance for wear and 
tear to be charged off by a taxpayer as deprecia¬ 
tion is one of fact to be determined in each case by 
the peculiar facts of the case. While the Commis¬ 
sioner’s determination is presumptively correct, 
it must give way if the proof shows his computa¬ 
tion is erroneous and not in consonance with the 
facts.” 
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The partnership return showed $8,693.24 spent after 
July 1926 in replacements and repairs, which the Board 
increased to $27,501.53. Respondent disallows $7,- 
718.51 of the original showing and $2,317.84 of the 1919 
additions reported as $9,271.35, for superficial reasons 
when consideration is given to the actual situation. 
With $27,500 admittedly spent in the earlier period, 
$9,271.35 as additions seems reasonably computed, and 
the same is true of the $8,693.24 claimed as additions 
in the later period where a further total of $27,500 
was spent to maintain the mill. 

These details relate to the cost subject to deprecia¬ 
tion. The undepreciated cost must reasonably be 
above the insurance payment as the company states 
the depreciated value to be $75,000 at the time of loss. 

The turning point of this issue is well expressed in 
Helvering v. Taylor, 293 U. S. 507, 514-15: 

“But, where as in this case, the taxpayer’s evi¬ 
dence shows the Commissioner’s determination 
to be arbitrary and excessive, it may not reason¬ 
ably be held that he is bound to pay a tax that con¬ 
fessedly he does not owe, unless his evidence was 
sufficient also to establish the correct amount that 
might be lawfully charged against him. On the 
facts shown by the taxpayer in this case, the Board 
should have held the apportionment arbitrary and 
the Commissioner’s determination invalid. * * * 

‘ ‘ The rule for which the Commissioner here con¬ 
tends is not consonant with the great remedial 
purposes of the legislation creating the Board of 
Tax Appeals.” 

“The fact that the Commissioner’s determina¬ 
tion of a deficiency was arbitrarily made may rea¬ 
sonably be deemed sufficient to require the Board 
to set it aside. Cf. Bruce & H. Drug Co., 1 B. T. A. 
342; Acorn Ref. Co., 2 B. T. A. 253; Index Notion 
Co., 3 B. T. A. 90.” * * * 
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In the cited Index Notion case, the Board defines the 
arbitrary aspect of a respondent computation by say¬ 
ing: 

“But the great difficulty with the whole process 
is that he (the Commissioner) has not proven the 
accuracy of the surplus at December 31, 1916, as 
thus determined, thereby demonstrating the cor¬ 
rectness of his computation. What is more, the 
language used in his reports and the methods re¬ 
sorted to betray the fact that the discrepancies 
which he sought to correct existed in his mind only 
as vague probabilities.’’ 

The cost of $58,332 computed by the partnership is 
submitted to be a fair figure for adoption as the basis 
of any depreciation, after exclusion of $2,000 as cost 
of the land. For adjustment thereof, any deprecia¬ 
tion, it is submitted, applies after July 1, 1926, prior 
to which date the Commissioner has previously held 
depreciation was arrested and not allowable, and 
should be, as computed by the partnership, the sum of 
$14,627. If for the 7 years, the 4 per cent composite 
rate approved by the Board is applied, the deprecia¬ 
tion will amount to $15,292, indicating the fairness of 
the partnership computation, and that the respondent 
method and the Board approval thereof are error 
under the material facts. 

Respondent increases the profit from the insurance 
proceeds by $1,000 of admitted salvage. Exclusion 
thereof is submitted as proper in this case in view of 
the Texas statute declaring the policy sum a liquidated 
demand upon total destruction of the property, and 
because, on payment of the demand, the insurance com¬ 
pany agent testified the insurer (R. 66) took over and 
became the owner of what was left, and of the salvage. 
When disposal of the salvage by the insurer does not 
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appear, if its abandonment to the insured is inferred, 
this is a gift or a gratuity. Either is excluded from 
gross income. (Section 22(b)(3) of the Revenue Act 
of 1934) (Edwards v. Cuba Railroad Company , 268 
U. S. 628, 632). 

The ruling upon this point is submitted to be that 
the partnership profit upon loss of the mill is $7,695.49, 
being the partnership computation. 

GENERAL ISSUES. 

Assignment of Errors. 

The Board erred in other respects apparent upon 
the fact of its findings of fact and opinion. 

The decision of the Board is contrary to the law and 
facts of the case. 

These errors, assigned by each petitioner, have been 
substantially discussed in elaboration of the incidents 
of the applicable law and evidence to these cases under 
preceding captions. They embrace, for example, the 
priority of application of Sections 42 and 43 over Sec¬ 
tion 23 (k) of the Revenue Act, the contradiction be¬ 
tween the findings that the reinvestment of the insur¬ 
ance proceeds became the right of the Herder repre¬ 
sentatives and heirs, and upon non exercise thereof, 
the proceeds were ordinary income in the community 
period, the lack of foundation for approving the re¬ 
spondent computation of the mill cost, the disregard 
of the real status of the destroyed mill under Texas 
decisions. 

Beyond these incidents, these errors suggest the pri¬ 
mary basis of decision herein lies in appreciation that 
the present controversies arise out of a marital com¬ 
munity in Texas. Therefrom, its management and con- 
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trol bv the husband and his freedom from responsibil¬ 
ity to his wife, unless for fraud or other exceptions not 
here involved, arise as guiding principles of decision. 
Where he keeps the community books for himself and 
wife, they must reflect not alone his interest or her in¬ 
terest, but their joint interests, and in so far as they 
are insufficient as to either, they lack substance as to 
both. As to a bad debt of the community, any de¬ 
duction thereof must be of its entirety, or otherwise 
the wife appears, without sufficient cause, to be dis¬ 
puting his authority to control the community. He 
cannot deny to the wife her part of what is inherent 
to the community aspect of the property, nor can she 
deny his part to him. It follows that statutory adjust¬ 
ment, through the Revenue Act applied to him, also 
applies to the wife, and that the statutory application 
must here take into consideration the primary com¬ 
munity situation of the husband and wife as an actual 
condition. Otherwise an incongruous result and in¬ 
justice will be obtained. 

CONCLUSION. 

It is submitted the Board should be reversed, and 
these cases remanded for further proceedings conson¬ 
ant with the following rulings herein: 

(a) That bad debts in the sum of $25,593.06 are 
deductible in equal parts of $12,796.53 by each of 
the petitioners in their taxable periods here pre¬ 
sented for redetermination. 

(b) That his community part of the mill gain 
is not taxable to George Herder, deceased, in the 
period of January 1 to March 29, 1934; but her 
part thereof is taxable to Mary Herder. 
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(c) That the mill gain subject to tax is taxable 
specially as a capital gain, and not as ordinary 
income. 

(d) That said community parts of the mill gain 
arise out of the gain from the insurance receipt 
reported in the original partnership return. 

Respectfully submitted, 

Camden R. McAtee, 
Attorney for Petitioners. 

Mason, Spalding, and McAtee, 

Of Counsel. 
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In the United States Court of Appeals 
for the District of Columbia 


No. 7179 

Mrs. Mary Herder, Mrs. Alma Williams, Mrs. 
Vida Allen et al., petitioners 
v. 

Guy T. Helvering, Commissioner of Internal 
Revenue, respondent 


No. 7180 

Mary Herder, petitioner 

v . 

Guy T. Helvering, Commissioner of Internal 
Revenue, respondent 


ON PETITIONS FOR REVIEW OF DECISIONS OF THE UNITED 
STATES BOARD OF TAX APPEALS 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 

The only previous opinion in these eases, which 

have been consolidated upon stipulation for argu- 

(i) 
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ment and decision (R. 79-80), is that of the Board 
of Tax Appeals (R. 21-24), which is reported in 
36 B. T. A. 934. 

JURISDICTION 

This review involves income taxes assessed 
against George Herder, deceased, in the amount 
of $1,770.83 for the period January 1 to March 29, 
1934 (R. 25), and against Mary Herder in the 
amount of $2,429.92 for the calendar year 1934 (R. 
75). The decisions of the Board were entered on 
January 14, 1938 (R. 25, 75). The present peti¬ 
tions for review were filed April 12,1938 (R. 26-30, 
75-78), 1 pursuant to Sections 1001-1003 of the Rev¬ 
enue Act of 1926, c. 27, 44 Stat. 9, 109-110, as 
amended by Section 603 of the Revenue Act of 
1928, c. 852, 45 Stat. 791, 873, and Section 1101 of 
the Revenue Act of 1932, c. 209, 47 Stat. 169, 286. 
An agreement was executed by the parties provid¬ 
ing for a review of the causes by this Court pur¬ 
suant to Section 1002 (d) of the Revenue Act of 
1926, as amended by Section 519 (a) of the Revenue 
Act of 1934, c. 277, 48 Stat. 680 (R. 25-26, 79). 

1 The petition for review in No. 7180 (Board Docket No. 
84052) was filed with the Clerk of the Board of Tax Appeals 
on April 12,1938, and was incorporated in the complete tran¬ 
script forwarded by the Clerk of the Board to this Court on 
June 10, 1938. The absence of any entry revealing the 
filing of the petition with the Board is explained by the 
presence of the Special Praecipe for Printing of Con¬ 
solidated Record (R. 80) which provides for the printing 
only of specified excerpts from the Record in No. 7180. 
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QUESTIONS PRESENTED 

1. Whether the Board of Tax Appeals properly 
held that petitioners were not entitled to deduct 
certain bad debts because of the failure to charge 
them off in accordance with the provisions of Sec¬ 
tion 23 (k) of the Revenue Act of 1934. 

2. Did the Board likewise properly hold that 
Mary Herder was not entitled to deduct certain 
bad debts because of a similar failure to charge 
them off pursuant to Section 23 (k) of the same 
Act? 

3. Whether insurance payments received as 
compensation upon a loss of property by fire were 
(1) income except from taxation under Section 
112 (f) of the 1934 Act where no reinvestment 
thereof w T as made in like property, or (2) income 
construed to be taxable as capital gain from the 
sale or exchange of a capital asset, or (3) ordinary 
income. 

4. Whether the Board used an improper cost 
basis in ascertaining the profit derived from the 
receipt of the insurance payments. 

STATUTE AND REGULATIONS INVOLVED 

The applicable statute and regulations involved 
will be found in the Appendix, infra, pp. 32-37. 

STATEMENT 

The pertinent facts, as found by the Board of Tax 
Appeals (R. 16-20), are as follows: 2 


2 Additional facts, found by the Board, will be adverted to 
in the body of the Argument as they become germane. 
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The decedent, George Herder, and petitioner, 
Mary Herder, were husband and wife and resided 
in the State of Texas. George Herder died on 
March 29,1934, and the petitioners in Docket Num¬ 
ber 7179 (R. 15, 79) were appointed his personal 
representatives and executors of his last will and 
testament (R. 16). 

The decedent, during his lifetime, kept in his own 
name regular books of account of the community 
composed of himself and Mary Herder, his wife. 
They were single entry books kept on a cash 
receipts and disbursements basis, and on them 
decedent, at times, charged off bad debts by enter¬ 
ing credits for the amounts thereof. No reserve for 
bad debts was set up on the books. After decedent’s 
death, the same books of account were kept by R. L. 
Williams for the executors of the estate of decedent, 
and for his wife, Mary Herder (R. 19). 

At the time of decedent’s death, debts were owing 
him to the extent of $44,425.56. These were ap¬ 
praised for estate tax purposes at $14,450, leaving 
$29,975.56 of such debts appraised at no value and 
not included in the value of the estate for estate 
tax purposes (R. IS). 3 One-half of these debts 

3 The debts so claimed as deductible were (R. 19) : 


Wilbur Webb (4 notes). $6,744.87 

J. W. Gates (dairy farm)_ 1,861.22 

Emil Herder, deceased_ 2,208.53 

Matthew Bros. (2 notes)_ 1,891.43 

Jackson Bros._ 222. 75 

L. P. Bunge (2 notes)_ S, 884.71 

Mrs. J. U. Frazar..... 2,143.50 

W. R. Terrell (2 notes)_ 5,928.55 


Total- 29.975.56 
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in the amount of $14,987.78, was claimed as a de¬ 
duction for bad debts in the income tax return of 
Mary Herder for the calendar year 1934, and the 
remaining one-half was likewise claimed in the 
return of the estate of the decedent for the period 
March 30, to December 31, 1934, the latter period 
not being before the Board (R. 18-19, 20). These 
returns w’ere filed in March 1935 (R. 19). The in¬ 
come tax return for the decedent for the period 
January 1 to March 29, 1934, filed in October 1934, 
revealed no deduction attributable to the alleged 
bad debts (R. 20). 

The Board found that these debts were never 
charged off either by the executors of decedent’s 
estate or by Mary Herder (R. 20) and for this 
reason and that certain of the debts had become 
worthless prior to 1934 (R. 22), disallowed the 
claims of deductions for bad debts (R. 23). 4 

These facts present the first of two independent 
issues inherent in the case: Under the circum¬ 
stances was it vital to the availability of the deduc¬ 
tions that a charge-off of the debts be made in ac¬ 
cordance w r ith Section 23' (k) of the 1934 Act ? 

In 1918 decedent purchased a rice mill, situated 
in Texas, for $33,000, $2,000 of it being for land, the 
remainder for mill and machinery. Certain im¬ 
provements and additions made by him increased 

4 At the trial petitioners abandoned their claim as to the 
debt of J. W. Gates for the amount of $1,861.22 (R. 22, 60). 
Accordingly the Board disallowed that deduction for 1934 
(II. 22). 
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his investment to $42,270. About May 1,1919, R. L. 
Williams paid $14,090 for a third interest in the 
mill and became a partner of decedent. On Janu¬ 
ary 15,1934, the mill was entirely consumed by fire 
and the partnership received, on or about March 15, 
1934, an insurance payment of $50,000 which was 
immediately distributed two-thirds to decedent and 
one-third to Williams (R. 16). 

Decedent intended to invest these funds in the 
purchase or establishing of another rice mill on a 
continuing partnership basis with Williams, but 
death defeated Herder’s plan and neither his heirs 
nor his personal representatives made such a re¬ 
investment (R. 16). The Board concluded that the 
involuntary conversion of the mill by its destruc- 
tion by fire was not a sale or exchange and, in the 
absence of a reinvestment of the insurance pro¬ 
ceeds, the profit derived therefrom was held to be 
taxable as ordinary income (R. 22). 

Petitioners protest this conclusion and assert, in 
addition, that if profit is to be recognized it should 
be on a basis of gain other than that found by the 
Board. Thus the second issue is posed. 

SUMMARY OF ARGUMENT 

I 

The failure of decedent or his personal repre¬ 
sentatives to charge off the bad debts in question 
precludes their availability as deductions as the 
condition precedent set forth in Section 23 (k) of 
the Revenue Act of 1934 has not been met. This 
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requirement has not been removed by the adoption 
of Sections 42 and 43 as they appear in the 1934 
Act. These sections in no way relate to the main¬ 
tenance or character of the books kept by a tax¬ 
payer on a cash basis, but merely require the in¬ 
clusion in a return for tax purposes of all items of 
income or deductions accrued up to the date of a 
decedent’s death, if not otherwise includible or al¬ 
lowable. Thus, Section 23 (k) is left unimpaired 
and a failure to comply with its terms is fatal to 
the deduction. 

Aside from the foregoing, since the debts did 
not become worthless during decedent’s lifetime, 
they are not subject to inclusion in the return for 
the period January 1 to March 29, 1934. As no 
other period is before this Court, the deduction 
cannot be had. 

With regard to the wife’s right to a deduction 
of her community share of the bad debts, since no 
charge-off thereof was made on her books for 1934, 
she is not entitled, under Section 23 (k), to the 
deduction. 

II 

1. The failure to reinvest the insurance proceeds 
either by decedent or those in succession in accord¬ 
ance with Section 112 (f) of the Revenue Act of 
1934 forfeits to him the privilege of avoiding taxa¬ 
tion of the gain derived from the destruction of 
the property. His death having occurred without 
a reinvestment having been made or a replacement 
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fund having been established does not transfer the 
privilege of reinvestment with an attending reduc¬ 
tion of taxes to the estate since the insurance pro¬ 
ceeds were received during decedent's lifetime. 

2. The involuntary conversion of the rice mill 
was not a sale or exchange and the profit derived 
therefrom is taxable as ordinary income since it 
is a gain upon a “disposition” of the property 
under Sections 111 (a) and 113 (b) of the 1934 Act. 
Obviously the receipt of insurance proceeds cannot 
constitute a sale or exchange since there is no 
promise to buy or sell, and an exchange is limited 
to a substitution of property for property. Sec¬ 
tion 117 (f) suffices to change the law only with 
regard to the obligations therein enumerated and 
not instruments embracing contingent liabilities 
only. 

3. The Board was not in error in accepting the 
basis of gain utilized by the Commissioner in com¬ 
puting the profit realized from the involuntary con¬ 
version. The evidence presented by petitioners does 
not sustain the contention that expenditures were 
made for replacements and improvements in lieu 
of depreciation and hence a capital expenditure. 
Further the failure of the partnership to take de¬ 
preciation from the instant of acquisition of the 
mill does not relieve it of the inclusion of deprecia¬ 
tion for those years in determining the basis upon 
which to compute the profit. 

The evidence submitted by petitioners is insuffi¬ 
cient to overcome the presumption of correctness 
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attending the Commissioner’s determination. And 
cost, properly adjusted, not value, is the criterion 
in establishing the basis upon which to gauge the 
gain. 

ABGTJMENT 

I 

Petitioners are not entitled to any bad debt deductions 

The first two of the four questions relate to this 
issue. The Board of Tax Appeals held that the 
debts sought to be deducted because of worthless¬ 
ness during 1934 were not available as deductions. 
We submit that its decision is correct. 

The provisions of the statute are clear. Section 
23 (k) of the Revenue Act of 1934 provides: 

In computing net income there shall be 
allowed as deductions: 

***** 

(k) Bad Debts. —Debts ascertained to be 
worthless and charged off within the taxable 
year * * *. 

From this it is evident that there must be both an 
ascertainment of worthlessness and a charge-off of 
the debt on the books of the taxpayer within the 
taxable year where the debt is asserted to be en¬ 
tirely without value. American Cigar Co. v. Com¬ 
missioner, 66 F. (2d) 425 (C. C. A. 2d), certiorari 
denied, 290 U. S. 699; Continental Pipe Mfg. Co. 
v. Poe, 59 F. (2d) 694 (C. C. A. 9th) ; Cross v. Com¬ 
missioner, 54 F. (2d) 781 (C. C. A. 9th); American 
Sav. Bank & Trust Co. v. Burnet, 45 F. (2d) 548 
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(C. C. A. 9th); Porter v. United States, 27 F. (2d) 
882 (C. C. A. 9th), certiorari denied, 279 U. S. 875; 
Fairless v. Commissioner, 67 F. (2d) 475 (C. C. A. 
6th). The reason conditions for the imposition of 
the two contingent limitations as precedent to the 
allowability of the deduction are obvious. It is the 
purpose of the Congress to dodge the privilege ac¬ 
corded the taxpayer with limitations designed to 
insure bona fide action by that individual; to insure 
that a debt is not advanced as being worthless for 
tax purposes but retained as being of value for 
commercial purposes. The purpose is well defined 
in Ewdld & Co. v. Commissioner, 18 13. T. A. 
1130,1133: 

The fundamental purpose in requiring the 
charge-off is to evidence the worthlessness 
of the debt, or, in other words, to establish 
the loss sustained by the taxpayer, and this 
end is accomplished and the charge-off ef¬ 
fected by the elimination of the bad debt 
from the taxpayer’s assets. If the debt is 
in fact ascertained to be worthless, it should 
no longer be treated or considered as an 
asset. 

And see Pate v. Commisisoner, 13 B. T. A. 1236; 
Avery v. Commissioner, 22 F. (2d) 6 (C. C. A. 5th), 
and Fairless v. Commissioner, supra. 

Thus, under ordinary circumstances, for the de¬ 
duction to be available to reduce decedent’s income 
for the period from January 1 to March 29, 1934, 
it would have been necessary either that decedent, 
during his lifetime, have ascertained and charged 
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off the debts asserted to have become worthless dur¬ 
ing that period and advanced the claim in the re¬ 
turn covering that span of time, or that the 
executors have ascertained and charged off in de¬ 
cedent’s behalf, those debts rendered valueless by 
virtue of his death and advanced the claim of a de¬ 
duction thereof in the return filed by them for 
decedent for the period from January 1 to March 
29, 1934. But petitioners assert with vigor that 
the provisions of Section 23 (k) of the 1934 Act no 
longer control, hence no precedent ascertainment 
and charge-off need be made, because of the legal 
effect of Sections 42 and 43 of that Act, requiring 
the inclusion in the deceased taxpayer’s return for 
the taxable period in which falls the date of his 
death of all items of income and deductions accrued 
up to the date of death regardless of the fact that 
decedent may have kept his books on a cash basis. 
(See Report of the Committee on Finance, Senate 
Report No. 558, 73d Congress, 2nd Session, p. 28.) 
Petitioners aver that Sections 42 and 43 “ discard 
the single entry books of the husband in applying 
the required accrual method to determination of his 
taxable net income in the community period” and 
that the application of Sections 42 and 43 must nec¬ 
essarily suspend the effectiveness of Section 23 (k) 
(Br. 22). 

Petitioners in assuming that basis completely 
disregard the fundamental purpose underlying 
the adoption of Sections 42 and 43 of the 1934 Act 
in the form differing from that of the 1932 Act. 
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The essential aim prompting the adoption was that 
of preventing the escape from taxation of income 
accrued to a decedent on a cash basis, but uncol¬ 
lected. Prior to the adoption of Sections 42 and 
43 in the form revealed in the 1934 Act, monies ac¬ 
crued or earned but uncollected prior to the tax¬ 
payer’s death were construed by the courts to be 
not income to the estate where the taxpayer was on 
a cash basis. Nichols v. United States, 64 C. Cls. 
241, certiorari denied, 277 U. S. 584; Bankers' 
Trust Co. v. Bowers, 23 F. (2d) 941 (S. D. N. Y.). 
By the same token, expenses accrued prior to death 
could not be deducted bv the estate. Thus, if the 
monies could not be deemed income to the de¬ 
cedent, they escaped income tax altogether. To 
prevent such income escaping taxation, and such 
deductions being lost, the Congress provided in the 
1934 Act in relation to the inclusion of income as 
follows (Sec. 42): 

In the case of the death of a taxpayer 
there shall be included in computing net in¬ 
come for the taxable period in which falls 
the date of his death, amounts accrued up to 
the date of his death if not otherwise prop¬ 
erly includible in respect of such period or 
a prior period. 

And in regard to deductions and credits as fol¬ 
lows (Sec. 43): 

In the case of the death of a taxpayer 
there shall be allowed as deductions and 
credits for the taxable period in which falls 
the date of his death, amounts accrued up to 
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the date of his death if not otherwise 
properly allowable in respect of such period 
or a prior period. 

The report of the Subcommittee of the House 
Committee on Way and Means (H. Rep. No. 704, 
73d Cong., 2nd Sess., p. 15), charged with a con¬ 
sideration of methods of prevention of tax avoid¬ 
ance, at once discloses that the Sections were 
amended to forestall further tax avoidance and the 
Reports of both the Committees of tlie Senate and 
the House of Representatives show the adoption of 
the Subcommittee’s recommendation. 5 

As declared in Paul & Mertens, Law of Federal 
Income Taxation, Vol. I, Paragraph 5.29 (1936 
Supp.): 

The attempt of the statute is to bridge a 
gulf caused in the event of death by the dis¬ 
parity between the cash and accrual methods 
and thus to place taxpayers employing the 
two methods on an equal basis, both as to 
income and deductions. 

If anything, the new provision erases an 
inequality and discrimination between tax¬ 
payers on the cash basis and taxpayers on 
the accrual basis, and is the more constitu¬ 
tional for that reason. 

The effect, then, we submit, of the adoption of 
Sections 42 and 43 in their amended form is not 
in the least to disturb the cash books of account 


5 S. Rep. No. 558, 73d Cong., 2nd Sess.; H. Rep. No. 704, 
73d Cong., 2nd Sess. 
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maintained by the taxpayer by rendering them 
obsolete or subject to discard. The adoption of 
those sections has nothing whatsoever to do with 
the maintenance or character of the books kept by 
a taxpayer, but merely requires the inclusion in a 
return for tax purposes of all items of income or 
deductions accrued up to the date of decedent’s 
death if not otherwise includible or allowable. 
This suffices to relieve the distortion otherwise 
present in these novel circumstances. 

We submit that petitioners’ assertion that Sec¬ 
tions 42 and 43 supersede 23 (k) through the aboli¬ 
tion of cash books, with a consequent removal of 
the vehicle whereby to display the otherwise 
requisite charge-off of bad debts, is wholly strained 
and foreign to the purpose or effect of the adop¬ 
tion of those sections. Petitioners present no 
authorities supporting so novel a theory, and it 
has no support either in the history of the legisla¬ 
tion or the purpose it sought to accomplish. 
There is nothing to indicate that the adoption in 
any way modifies or limits Section 23 (k). 

We contest sharply the view that ambiguity has 
arisen by reason of the play of Sections 42 and 43 
on Section 23 (k) but, should this Court entertain 
the thought, we submit that no resolution of the 
difficulty should be made in favor of the petitioners 
as deductions are here sought with a consequent 
burden upon them of showing a clear right to the 
entire amount of the claimed deductions. Helver- 
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ing v. Inter-Mountain Life Insurance Co., 294 U. S. 
686; New Colonial Co. v. Helvering. 292 U. S. 435. 

And, of course, no deductions should be allowed 
of those debts found to be worthless prior to 1934. 
Avery v. Commissioner, 22 F. (2d) 6 (C. C. A. 
5th), supra. This would preclude deductions of 
the Emil Herder, Jackson Brothers, and J. W. 
Gates debts, the last having been conceded by pe¬ 
titioners (R. 19, 60). 

Aside from the foregoing, we believe that the 
debts alleged to have become worthless upon the 
death of decedent cannot be taken as deductions in 
the return for the period January 1 to March 29, 
1934, for the reason that thev did not become 
worthless during his lifetime. If includible at all, 
they should have been incorporated in the income 
return for the estate for the period March 30 to 
December 31,1934, since the debts avowedly become 
worthless only upon his death, and were not worth¬ 
less during the period of his lifetime (R. 22). Pe¬ 
titioners fell into error in not insisting upon the 
inclusion in the later period; in subsequently shift¬ 
ing the claim to the earlier period. 

With regard to the claim of Mary Herder of the 
right to deductions for bad debts to the extent of 
her portion of the community, the foregoing argu¬ 
ment that Section 23 (k) was not superseded 
equally applies. The books were continued in 
existence for her benefit by R. L. Williams, after 
Herder’s death (R. 19). Her failure to charge off 
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the debts on her books subsequent to her husband’s 
death, together with the failure of petitioners to 
charge off the debts on the books for the community 
period, effectively precludes all right to the deduc¬ 
tion (R. 19). The statutory condition has not been 
met. 

Finally, petitioners challenge the sufficiency of 
the evidence sustaining the Board’s findings rela¬ 
tive to the maintenance of the books (Br. 27). The 
testimony of R. L. Williams that after decedent’s 
death he kept the books and records in connection 
with the liquidation and handling of his estate 
(R. 55, 58) appears to be a complete refutation of 
this argument. And petitioners’ assertion that 
Williams kept books other than and apart from the 
Herder books and made no entry in the Herder 
books in continuation of them (Br. 27) is not con¬ 
clusive. The system of accounting established by 
Herder, as evidenced by the books personally pre¬ 
pared and maintained by him, was continued by 
Williams through his subsequent preparation and 
maintenance of books relative to the Herder assets 
and estate (R. 55, 56, 57, 58). 

II 

The Board correctly found the profit derived from the 
insurance payments to be $28,799.26 

Petitioners seek to reduce the profit enjoyed by 
the community by urging that the insurance profits 
should not be taxable in the community period to 
decedent but, if taxable, then they should be treated 
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as capital gain rather than ordinary income. In 
addition, they contest the costs basis, used by the 
Board in establishing the profit. These issues em¬ 
brace the third and fourth questions advanced. 
We shall treat these arguments in their order. 

A. 

The failure to reinvest the insurance proceeds renders the monies 
taxable in the community period to decedent 

Section 112 (f) of the Revenue Act of 1934 pro¬ 
vides, in cases of the involuntary conversion of 
property, for the non-recognition of gain or loss 
provided the money derived therefrom is reinvested 
“forthwith” in other similar property, or utilized 
to establish a replacement fund, in accordance with 
regulations prescribed by the Commissioner of In¬ 
ternal Revenue. The attending regulations (Reg¬ 
ulations 86, Articles 112 (f)-l and 112 (f)—2) pro¬ 
vide that where the taxpayer fails to reinvest in 
similar property he must forthwith establish a re¬ 
placement fund upon permission from the Commis¬ 
sioner and furnish a bond with surety in an 
amount not in excess of double the estimated addi¬ 
tional income taxes which would be payable were no 
replacement fund established. 

The Board found (R. 16) that, although decedent 
intended to reinvest the community share of the 
insurance proceeds in another rice mill, neither he, 
prior to his death, nor his heirs nor personal repre¬ 
sentatives thereafter made such a reinvestment 
and as a consequence the Board concluded (R. 22) 
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that the failure to reinvest rendered his share of 
the community profit taxable as ordinary income 
for the period January 1 to March 29,1934. 

Petitioners assert that this is error in that it 
charges against decedent “the failure of his heirs 
and personal representatives to exercise the right 
of reinvestment which vested in them upon his 
death” (Br. 30). 

We submit that the Board was correct in its 
holding. It was incumbent upon either Herder, 
or his successors, in view of his death, to make 
forthwith a reinvestment of the proceeds or set up 
a replacement fund with the accompanying bond. 
This was never done, and as a result, under the 
statute, no choice is left but to tax the profit as 
ordinary income. But petitioners aver that the 
failure to reinvest or to establish a fund caused the 
profits to become income to his estate; necessarily 
so, they assert, for the profits could not be ordinary 
income to decedent in the community period ended 
by his death, for that would entail a termination 
of the reinvestment status assigned to the proceeds 
in the hands of his successors until abandoned by 
them (Br. 30,31). The argument is unsound. The 
income is income to the decedent and not to his es¬ 
tate because it was received during his lifetime. 
The passage of the right of reinvestment to the 
personal rex>resentatives, subject to the condition 
that it be reinvested forthwith or that a replace¬ 
ment fund with bond be established, did not change 
the period of taxation from his own income period 
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to that of his estate. Otherwise the bond proviso 
would be ineffectual, for its purpose is to insure 
that the taxes are to be paid, not by the estate, or 
for any period subsequent to the taxpayer’s death, 
but by the taxpayer during the taxable period in 
which the income is derived from the insurance 
should he or his representatives not carry out his 
intention to reinvest. See Section 42 of the 1934 
Act. And see Guaranty Trust Co. v. Comm’r, 303 
U. S. 493, 500. 

Be that as it may, the statutes are explicit. The 
failure to reinvest within the prescribed period 
either by decedent or those in succession in accord¬ 
ance with Section 112 (f) forfeits to him the privi¬ 
lege of avoiding taxation of the gain derived from 
the destruction of the property. There is no sub¬ 
stance to the assertion that the profit was taxable 
to the estate, since the money was received by 
Herder during his lifetime. Income belonging to 
one person is not taxable to another. Poe v. Sea¬ 
born, 282 U. S. 101. 

B 

The involuntary conversion of the mill was not a sale or exchange 

and the profit derived therefrom is taxable as ordinary income 

Petitioners here contend that the gain realized as 
a result of the destruction of the rice mill is tax¬ 
able as a capital gain since the mill was owned by 
the partnership for a period in excess of tw T o years 
and in so asserting they seek to rely upon Sections 
117 (a) and (f) of the Revenue Act of 1934. In 
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elaboration of this theory they aver that the phrase 
limiting those transactions subject to be construed 
as capital gains or losses, viz., a “sale or exchange” 
as defined by Section 117 (a), is materially broad¬ 
ened by Section 117 (f), which declares that 
amounts received upon the retirement of bonds or 
other evidences of indebtedness shall be considered 
as amounts received in exchange therefor (Br. 32). 

We submit that Section 117 has no application. 

Section 111 (a) of the 1934 Act reads: 

Computation of Gam or Loss. —The gain 
from the sale or other disposition of prop¬ 
erty shall be the excess of the amount re¬ 
alized therefrom over the adjusted basis 
provided in section 113 (b) for determining 
gain, * * *. 

This provision reveals that gain is recognized in 
any case where the amount received upon sale or 
other disposition is in excess of the adjusted basis, 
of the property. 

Section 113 (b) reads: 

Adjusted Basis .—The adjusted basis for 
determining the gain or loss from the sale or 
other disposition of property, whenever ac¬ 
quired, shall be the basis determined under 
subsection (a), adjusted as hereinafter 
provided. 

This section makes provision for the basis upon 
which to compute any gain or loss arising out of a 
disposition of property in any manner. 

Both Sections 111 (a) and 113 (b) provide for 
a gain upon the sale or other disposition of the 
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property; while Section 117 limits the gain or loss 
to be taken into consideration under that section to 
that gain or loss which is realized from a sale or 
exchange. A taxpayer making any other disposi¬ 
tion of property including an involuntary conver¬ 
sion can not receive the benefit given by Section 
117. The essence then of our position is that the 
involuntary conversion constituted a “disposition” 
rather than a “sale or exchange.” 

The proceeds of an insurance policy are not the 
result of a sale or exchange of property, but are in 
payment of a claim resulting from a casualty by 
fire. There is judicial recognition of the assertion 
that an insurance contract is one of indemnity and 
not of sale. In Commonwealth v. Wetherbee, 105 
Mass. 149, 160, it is said that: 

A contract of insurance is an agreement, 
by which one party, for a consideration 
(which is usually paid in money, either in 
one sum, or at different times during the 
continuance of the risk), promises to make 
a certain payment of money upon the de¬ 
struction or injury of something in which 
the other party has an interest. * * * 

In Dover Glass-Works Co. v. American Fire his. 
Co., 29 Atl. 1029-1041, it is declared: 

An insurance in relation to property is a 
contract whereby the insurer becomes 
bound, for a definite consideration, to in¬ 
demnify the insured against loss or damage 
to certain property named in the policy, by 
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reason of certain perils to which it may be 
exposed. * * * 

The distinction between an insurance contract 
and a sales contract is clearly revealed by a com¬ 
parison of the foregoing definitions of an insurance 
contract with the definition of sale as set forth in 
Black’s Law Dictionary, Second Edition, p. 1053, 
reading as follows: 

“Sale” is a word of precise legal import, 
both at law and in equity. It means, at all 
times, a contract between parties to give 
and to pass rights of property for money, 
which the buyer promises to pay to the seller 
for the thing bought and sold. See Butler 
v. Thompson et ah, 92 U. S. 412, * * *; 
Iowa v. McFarland, 110 U. S. 471. * * * 

Obviously the receipt of the insurance proceeds 
cannot constitute an exchange since an exchange 
is limited to a substitution of property for prop¬ 
erty rather than a payment of money. 

Numerous transactions akin to the present have 
been determined not to be sales or exchanges. Gain 
upon surrender of life insurance and annuity con¬ 
tracts ( Heilman v. Commissioner, 33 B. T. A. 901) ; 
loss sustained when stock becomes worthless and 
the corporation’s assets are distributed to creditors 
(Echols v. Commissioner, 61 F. (2d) 191 (C. C. A. 
8th) ) ; same Hale v. Commissioner, 32 B. T. A. 356, 
affirmed on other issues in 85 F. (2d) 819, 822 
(App. D. C.); lessors receipts under oil and gas 
leases ( Burkett v. Commissioner, 31 F. (2d) 667 
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(C. C. A. 8th), certiorari denied, 280 U. S. 565); 
same {Berg v. Commissioner, 33 F. (2d) 641 (App. 
D. C.), certiorari denied, 280 U. S. 598). 

Section 117 (f) in the form as it appears in the 
1934 Act represents a change from the prior laws 
but only with respect to those specifically enumer¬ 
ated obligations, namely, bonds, debentures, notes, 
or certificates, or other evidences of indebtedness 
issued by any corporation with interest coupons or 
in registered form. The above enumerated docu¬ 
ments are not things normally, in the usual mean¬ 
ing of the word, subject to treatment upon disposi¬ 
tion as a sale or exchange. But Section 117 (f) 
has been enacted to include those specific obliga¬ 
tions but no others. Assuredly Section 117 (f) does 
not embrace the insurance policies we here consider 
for they are not evidences of indebtedness but evi¬ 
dences of a contingent liabilitv sol el v. 

The adoption of Section 117 (f) suffices to change 
the earlier law but only, however, as regards the 
retirement of bonds or other evidences of indebted¬ 
ness issued by a corporation with interest coupons 
in registered form. It has no relation to the trans¬ 
action here concerned. It was incorporated inci¬ 
dent to the adoption by the Congress of a new plan 
for the treatment of capital gains and losses for 
income-tax purposes to insure a greater degree of 
stability in the production of revenue. See the 
report of the House Committee of the Whole (H. 
Rep. No. 704, 73d Cong., 2nd Sess.), incident to the 
enactment of the 1934 Bill. And see United States 
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v. Fairbanks, 95 F. (2d) 794, 796 (C. C. A. 9th), 
relative to the intention of the Congress in adopt¬ 
ing Section 117 (f). 

We submit that the involuntary conversion of the 
property constituted not a sale or exchange under 
Section 117 but a disposition of the property under 
Sections 111 and 113’. The historv of the attend- 
ing regulations which are controlling substantiates 
this. 

Section 113 (a) (9) of the Revenue Act of 1934 
provides that the basis of property shall be the cost 
of such property, except that: 

If the property was acquired, after Feb¬ 
ruary 28,1913, as the result of a compulsory 
or involuntary conversion described in sec¬ 
tion 112 (f), the basis shall be the same as in 
the case of the property so converted, de¬ 
creased in the amount of any money re¬ 
ceived by the taxpayer which was not ex¬ 
pended in accordance with the provisions 
of law (applicable to the year in which such 
conversion was made) determining the tax¬ 
able status of the gain or loss upon such con¬ 
version, and increased in the amount of gain 
or decreased in the amount of loss to the 
taxpayer recognized upon such conversion 
under the law applicable to the year in which 
such conversion was made. 

Article 113 (a) (9)-l of Regulations 86 orig- 
inallv contained an illustration of how the gain 
from an involuntary conversion should be recog¬ 
nized and reads as follows: 
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Example: A vessel purchased by A in 1926 
for $100,000 is destroyed in 1934 and A re¬ 
ceives insurance in the amount of $200,000. 
Disregarding, for the purpose of this ex¬ 
ample, the adjustment for depreciation, if 
A invests $150,000 in a new vessel, taxable 
gain to the extent of $50,000 would be recog¬ 
nized. As to the amount of such gain to be 
taken into account in computing net income, 
see section 117. The basis of the new vessel 
is $100,000; that is, the cost of the old vessel 
($100,000) minus the money received by the 
taxpayer which was not expended in the ac¬ 
quisition of the new vessel ($50,000) plus the 
amount of gain recognized upon the conver¬ 
sion ($50,000). [Emphasis supplied.] 

In keeping with the above example, petitioners’ 
gain from the involuntary conversion would have 
been computed according to the provisions of Sec¬ 
tion 117, which provides that certain percentages 
of the gain recognized from the sale or exchange of 
capital assets shall be taken into account in com¬ 
puting net income. However, in Treasury Deci¬ 
sion 4698, XV-2 Cumulative Bulletin 159, the 
above described article was amended and the sen¬ 
tence which has been underscored above omitted. 
The change in the regulations will obviously pre¬ 
clude the application of the capital gain provisions 
to the petitioners’ share of the profits realized from 
the involuntary conversion. Insurance companies 
agree to indemnify the insured in the case of loss 
and the policies do not provide for any transac¬ 
tion such as a purchase and sale or an exchange. 
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The only case cited in active support of peti¬ 
tioners’ contention is that of Pelican Bay Lumber 
Co. v. Blair, 31 F. (2d) 15 (C. C. A. 9th), certiorari 
denied, 279 U. S. 870. We submit that the 
language relied upon in petitioners’ brief (p. 35) 
is dicta and has no application to a decision of this 
issue. 

C 

The basis of gain utilized by the Board was correct 

On January 15, 1934 (R. 16), the plant of the 
Herder Rice Milling Company was destroyed by 
fire except for one small building having a salvage 
value of approximately $1,000 (R. 66). As a re¬ 
sult of this fire, the Milling Company received 
from insurance companies the sum of $50,000 in 
full settlement of its fire loss. On the partnership 
return of the fiscal year ending July 30,1934, there 
was reported a gain as a result of this fire loss in 
the amount of $7,695.49 (R. 18). Upon audit the 
Commissioner increased this profit arising as a 
result of the destruction of the mill to $28,799.26, 
and the Board found this to be correct (R. 18). 
The difference between the profit as computed by 
the two parties arises because of a disagreement as 
to the adjusted basis of the Rice Mill. This dif¬ 
ference does not arise as a result of the disagree¬ 
ment as to the actual cost of the plant, but as to 
subsequent repairs and improvements, as well as 
the allowable depreciation to be taken into con- 
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sideration in arriving at the basis in computing the 
profit. 

Decedent asserted the cost of the mill to be $42,- 
271.35 (R. 45). To this petitioners seek to add 
cost of additions totalling $6,563.70 (R. 44), which 
amount it was agreed at the hearing was the proper 
cost of additions to the plant during the period 
August 8,1931, to September 11,1933, thus obtain¬ 
ing a gross cost of the mill plant of $48,835.05, and 
agreeing with the cost as shown in the schedule at¬ 
tached to the partnership return (R. 50) as 
follows: 


Cost. 191S....$33,000.00 

Additions___* 9,271. 35 

Total___ 42,271.35 

New Machinery, 1931-1933_ 6,563.70 

Total..4S, S35. 03 


It will be observed that no adjustment was taken 
in the foregoing figures for the $2,000 agreed cost 
of the real estate which, if deducted, would give a 
cost of $46,835.05. The figure established by the 
revenue agent, and upon which the Commissioner 
made his determination, is indicated in the follow¬ 
ing schedule (R. 18, 45, 46) : 


Cost, 1918 ($33,000 less land $2.000)_$31,000.00 

Estimated improvements_ 6,953.51 

Additions, 1918-1934___ 8,342.37 


Total cost_$46, 295. SS 


Thus, a comparison of the foregoing schedules 
inevitably leads to the conclusion that the cost plus 
additions to and improvements of the Rice Mill 
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aggregate $46,000, but petitioners insist that there 
was an amount expended aggregating some 
$S,693.24 for replacements and improvements in 
lieu of depreciation (R. 86, Br. 39), maintaining 
that these so-called capital expenditures were 
charged to expense and that these expenses main¬ 
tained the n dll in operating order. However, there 
was no evidence introduced at the hearing to sub¬ 
stantiate such a figure. The testimony is to the 
effect that an amount of $27,501.53 was expended 
during the period 1925 to 1934 for repairs (R. 65), 
and that a like amount had been expended in years 
previous to 1925 as repair expenses for maintaining 
the mill to an efficient point of operation (R. 65). 
Petitioners would have an inference drawn that 
included in this sum of approximately $55,000 which 
had been expended for repairs over the life of the 
mill is the amount of $8,693.24, which they claim 
should have been charged to capital but was 
charged to expenses in lieu of depreciation. But 
there is no evidence that the amount of $8,693.24 
was a capital expenditure, and it is well recognized 
that repairs are not a substitute for depreciation. 
Todd v. Commissioner, 15 B. T. A. 962. While it 
is recognized that expenditures for capital assets 
erroneously charged to expenses for prior years may 
in proper cases be restored to capital accounts for 
depreciation purposes, the burden is upon the tax¬ 
payer to establish the facts necessary to show what 
actually constituted capital and what expenses, 
and only upon such a showing can an adjustment 
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properly be made. Cf. Proximity Manufacturing 
Co. v. Commissioner, 18 B. T. A. 691. But we 
maintain that the petitioners have completely 
failed to reveal that the amount charged to ex¬ 
penses which they claim should have been charged 
to capital was in fact a capital expenditure. 

The sole question remaining for determination 
is the question of the proper depreciation. The 
Commissioner computed the depreciation at a rate 
of four per cent, and arrived at an amount of 
$24,095.14 as the allowable depreciation from 1918 
to 1934 (R. 18). No depreciation was taken by the 
Milling Company in any year during its operation 
(R. 17). The Commissioner committed no error 
in restoring the depreciation for those years, for, 
as was declared in United States v. Ludey, 274 
U. S. 295, 300-301, 304: 

The amount of the allowance for depre¬ 
ciation is the sum which should be set aside 
for the taxable year, in order that, at the 
end of the useful life of the plant in the 
business, the aggregate of the sums set aside 
will (with the salvage value) suffice to pro¬ 
vide an amount equal to the original 
cost. * * * 

* * * the deduction to be made from 

the original cost should be the aggregate 
amounts which the taxpayer was entitled to 
deduct in the several years. 

Amounts deductible for depreciation in ascer¬ 
tainment of gain or loss are independent of 
whether deductions were claimed therefor in tax- 
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payers’ animal returns. Kittredge v. Commis¬ 
sioner, 88 F. (2d) 632 (C. C. A. 2d). 

It is incumbent upon petitioners to introduce 
clear and convincing evidence in order to overcome 
the presumption that the Commissioner’s deter¬ 
mination is correct. In this case no such evidence 
has been introduced. On the partnership return 
petitioners computed the allowable depreciation at 
$14,027.22 (R. 51, 52, 53; Br. 37), but offered no 
evidence in support of such a figure, presumably 
proceeding upon the theory that repairs and re¬ 
placements made in view of depreciation rendered 
it unnecessary to compute the depreciation allow¬ 
able. The answer to this lies in the following ex¬ 
cerpts from Gulf, Mobile & Northern Railroad Co. 
v. Commissioner, 22 B. T. A. 233, 261: 

* * * depreciation was not arrested by 
normal repairs and maintenance, renewals 
and replacements, * * *. 

Petitioners, in arguing that the Commissioner 
must necessarily have been in error in determining 
the profit to be $28,799.26, since the mill was de¬ 
clared to be worth $75,000 at the time of the loss 
(Br. 38), disregard the fact that the basis for com¬ 
puting gain or loss is not value but cost properly 
adjusted. See Section 113 of the Revenue Act of 
1934. 

The utilization by the Commissioner of the 
proper basis for determining the gain reveals the 
profit to be as was found by the Board, and we sub¬ 
mit that that finding should not be disturbed. Pe- 
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titioners have failed to adduce competent evidence 
to overcome the presumption of accuracy of the 
Commissioner’s determination as to depreciation. 
While there is some testimony indicating that the 
insurers took over the remainder of the mill as 
salvage, nevertheless it is vague in character and 
is not conclusive upon the Board. 

CONCLUSION 

The Board was correct in its findings and con¬ 
clusions and its decision should be affirmed. 

Respectfully submitted. 

James W. Morris, 

Assistant Attorney General. 

Sew all Key, 

Norman D. Keller, 

W. Croft Jennings, 

Special Assistants to the Attorney General. 


October 1938. 





APPENDIX 

STATUTE AND REGULATIONS INVOLVED 

Revenue Act of 1934, c. 27, 48 Stat. 680: 

Sec. 21. Net income. 

“Net income’’ means the gross income 
computed under section 22, less the deduc¬ 
tions allowed bv section 23 [U. S. C., Title 
26, Sec. 21]. 

Sec. 22. Gross income. 

(a) General Definition .—“Gross income” 
includes * * * gains or profits and in¬ 
come derived from anv source whatever. 
* * * [U. S. C., Title 26, Sec. 22]. 
***** 

(e) Determination of Gain or Loss .—In 
the case of a sale or other disposition of 
property, the gain or loss shall be computed 
as provided in section 111. 

***** 

[U. S. C., Title 26, Sec. 22.] 

Sec. 23. Deductions from gross income. 

In computing net income there shall be 
allowed as deductions: 

***** 

(k) Bad Debts .—Debts ascertained to be 
worthless and charged off within the taxable 
year (or, in the discretion of the Commis¬ 
sioner, a reasonable addition to a reserve for 
bad debts); and when satisfied that a debt 
is recoverable only in part, the Commis¬ 
sioner may allow such debt, in an amount 
not in excess of the part charged off within 
the taxable year, as a deduction. 

(32) 
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(1) Depreciation .—A reasonable allow¬ 
ance for the exhaustion, wear and tear of 
property used in the trade or business, in¬ 
cluding a reasonable allowance for obsoles¬ 
cence. * * * [U. S. C., Title 26, Sec. 

23]. 

Sec. 42. Period ix which items of gross 

INCOME INCLUDED. 

* * * In the case of the death of a tax¬ 
payer there shall be included in computing 
net income for the taxable period in which 
falls the date of his death, amounts accrued 
up to the date of his death if not otherwise 
properly includible in respect of such pe¬ 
riod or a prior period [U. S. C., Title 26, 
Sec. 42]. 

Sec. 43. Period for which deductions 

AND CREDITS TAKEN. 

* * * In the case of the death of a tax¬ 

payer there shall be allowed as deductions 
and credits for the taxable period in which 
falls the date of his death, amounts accrued 
up to the date of his death, if not otherwise 
properly allowable in respect of such period 
or a prior period [U. S. C., Title 26, Sec. 43]. 

Si:c. 111. Determination of amount of, 

AND RECOGNITION OF, GAIN OR LOSS. 

(a) Computation of Gain or Loss .—The 
gain from the sale or other disposition of 
property shall be the excess of the amount 
realized therefrom over the adjusted basis 
provided in section 113 (b) for determining 
gain, and the loss shall be the excess of the 
adjusted basis provided in such section for 
determining loss over the amount realized 
[U. S. C., Title 26, Sec. 111]. 

Sec. 112. Recognition of gain or loss. 
***** 

(f) Involuntary Conversions .—If prop¬ 
erty (as a result of its destruction in whole 
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or in part, theft or seizure, or ail exercise of 
the power of requisition or condemnation, 
or the threat or imminence thereof) is com¬ 
pulsorily or involuntarily converted into 
property similar or related in service or use 
to the property so converted, or into money 
which is forthwith in good faith, under reg¬ 
ulations prescribed by the Commissioner 
with the approval of the Secretary, ex¬ 
pended in the acquisition of other property 
similar or related in service or use to the 
property so converted, or in the acquisition 
of control of a corporation owning such 
other property, or in the establishment of a 
replacement fund, no gain or loss shall be 
recognized. If any part of the money is not 
so expended, the gain, if any, shall be recog¬ 
nized, but in an amount not in excess of the 
monev which is not so expended * * * 

[U. S. C., Title 2d, Sec. 112.] 

Sec. 113. Adjusted basis for determin¬ 
ing GAIN OR LOSS. 

(a) Basis ( Unadjusted ) of Property .— 
The basis of property shall be the cost of 

such property; except that— 

***** 

(9) Involuntary Conversion .—If the 
property was acquired, after February 28, 
1913, as" the result of a compulsory or invol¬ 
untary conversion described in section 112 
(f), the basis shall be the same as in the case 
of the property so converted, decreased in the 
amount of any money received by the tax¬ 
payer which was not expended in accord¬ 
ance with the provisions of law (applicable 
to the year in which such conversion was 
made) determining the taxable status of the 
gain or loss upon such conversion, and in¬ 
creased in the amount of gain or decreased 
in the amount of loss to the taxpayer recog- 
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nized upon such conversion under the law 
applicable to the year in which such conver¬ 
sion was made. 

* * * * * 

[U. S. C., Title 26, Sec. 113.] 

Sec. 117. Capital gains and losses. 

(a) General Rule .—In the case of a tax¬ 
payer, other than a corporation, only the fol¬ 
lowing percentages of the gain or loss recog¬ 
nized upon the sale or exchange of a capital 
asset shall he taken into account in comput¬ 
ing net income: 

100 per centum if the capital asset has 
been held for not more than 1 year; 

80 per centum if the capital asset has been 
held for more than 1 year but not for more 
than 2 years; 

60 per centum if the capital asset has been 
held for more than 2 years but not for more 
than 5 years; 

40 per centum if the capital asset has been 
held for more than 5 years but not for more 
than 10 years; 

30 per centum if the capital asset has been 

held for more than 10 years. 

* * * * 

[U. S. C., Title 26, Sec. 101.] 

Treasury Regulations 86: 

Art. 112 (f)—1. Reinvestment of pro¬ 
ceeds of involuntary conversion .—In order 
to avail himself of the benefits of section 
112 (f) it is not sufficient for the taxpayer 
to show that subsequent to the receipt of 
money from a condemnation award he pur¬ 
chased other property similar or related in 
use. The taxpayer must trace the proceeds 
of the award into the payments for the prop¬ 
erty so purchased. It is not necessary that 
the proceeds be earmarked, but the taxpayer 
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must be able to prove that the same were 
actually reinvested in such other property 
similar or related in use to the property con¬ 
verted. The benefits of section 112 (f) can 
not be extended to a taxpayer who does not 
purchase other property similar or related 
in service or use, notwithstanding the fact 
that there was no other such property avail¬ 
able for purchase. 

***** 

It is incumbent upon a taxpayer “ forth¬ 
with ” to apply for and receive permission 
to establish a replacement fund in every case 
where it is not possible to replace imme¬ 
diately. If an expenditure in actual replace- 
went would be too late, a request for the 
establishment of a replacement fund would 
likewise be too late. 

Art. 112 (f)—2. Replacement funds. —In 
any case where the taxpayer elects to re¬ 
place or restore the converted property but 
it is not practicable to do so immediately, 
he may obtain permisison to establish a re¬ 
placement fund in his accounts in which part 
or all of the compensation so received shall 
be held, without deduction for the payment 
of any mortgage. In such a case the tax¬ 
payer should make application to the Com¬ 
missioner on Form 1114 for permission to 
establish such a replacement fund, and in his 
application should recite all the facts relat¬ 
ing to the transaction and declare that he 
will proceed as expeditiously as possible to 
replace or restore such property. * * * 

Art. 113 (a) (9)-l, as amended by Treas¬ 
ury Decisions 4698, XV-2 Cumulative 
Bulletin, 159, 160: 

Art. 113 (a) 09)—1. Property acquired 
as a result of an involuntary conversion .— 
The provisions of section 113 (a) (9) may 
be illustrated by the following example: 


Example: A vessel purchased by A in 
1926 for $100,000 is destroyed in 1934 and 
A receives insurance in the amount of 
$200,000. Disregarding, for the purpose of 
this example, the adjustment for deprecia¬ 
tion, if A invests $150,000 in a new vessel, 
taxable gain to the extent of $50,000 would 
be recognized. The basis of the new vessel 
is $100,000; that is, the cost of the old vessel 
($100,000) minus the money received by the 
taxpayer which was not expended in the 
acquisition of the new vessel ($50,000) plus 
the amount of gain recognized upon the con¬ 
version ($50,000). 

* * * * 
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